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UNLISTED  TRADING  PRIVILEGES 


WEDNESDAY,  JUNE  22,  1994 

House  of  Representatives, 
Committee  on  Energy  and  Commerce, 
Subcommittee  on  Telecommunications  and  Finance, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  1:10  p.m.,  in  room 
2322,  Raybum  House  Office  Building,  Hon.  Edward  J.  Markey 
(chairman)  presiding. 

Mr.  Markey.  Good  afternoon.  And  welcome  to  the  Subcommittee 
on  Telecommunications  and  Finance.  Today  the  subcommittee  is 
holding  a  legislative  hearing  to  review  H.R.  4535,  the  "Unlisted 
Trading  Privileges  Act  of  1994",  and  to  examine  the  recommenda- 
tions set  forth  in  the  SEC's  Market  2000  report.  This  continues  a 
process  begun  in  the  first  session  of  this  Congress  when  the  sub- 
committee held  a  series  of  five  oversight  hearings  focusing  on  key 
issues  affecting  the  future  of  our  Nation's  equity  markets. 

Our  Nation's  stock  markets  are  a  unique  and  valuable  national 
asset.  Both  the  subcommittee's  hearings  and  the  SEC's  Market 
2000  report  have  confirmed  that  overall  the  current  market  struc- 
ture effectively  meets  the  needs  of  public  companies  seeking  access 
to  capital  and  investors  seeking  fair,  efficient,  and  liquid  markets. 
At  the  same  time,  both  the  SEC  study  and  our  hearings  identified 
a  number  of  areas  in  which  changes  were  needed  to  update  the  reg- 
ulatory structure  in  order  to  ensure  fair  treatment  of  investors,  in- 
creased market  transparency,  fair  market  competition,  and  open 
market  access. 

This  afternoon,  we  will  be  examining  one  reform  proposal  which 
necessitates  legislative  action.  I  am  pleased  to  join  with  the  distin- 
guished gentleman  from  Oregon,  Mr.  Wyden,  along  with  Chairman 
Dingell,  Ms.  Margolies-Mezvinsky,  Mrs.  Collins,  Mr.  Synar,  Mr. 
Cooper,  and  Mr.  Hastert  in  cosponsoring  H.R.  3545.  This  bill  elimi- 
nates an  anachronistic  provision  of  the  Securities  Exchange  Act  of 
1934,  which  requires  regional  stock  exchanges  to  receive  SEC  ap- 
proval before  they  can  trade  stocks  listed  on  the  New  York  or 
American  Stock  Exchanges. 

While  the  SEC  routinely  approves  all  requests  by  the  regionals 
for  unlisted  trading  privileges,  processing  the  paperwork  involved 
can  result  in  delays  of  up  to  60  days  before  the  regional  exchanges 
can  initiate  trading  in  these  listed  securities.  In  contrast,  so-called 
third  market  brokerage  firms  that  trade  in  the  New  York  Stock  Ex- 
change listed  stocks  over-the-counter  are  subject  to  no  comparable 
requirement  to  obtain  SEC  approval  prior  to  trading  the  exact 
same  securities. 
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H.R.  4535  will  eliminate  the  regulatory  disparity.  It  will  permit 
the  regional  exchanges  to  trade  all  existing  listed  securities  without 
having  to  receive  SEC  approval.  At  the  same  time,  it  will  empower 
the  SEC  to  undertake  a  rulemaking  with  respect  to  the  granting 
of  unlisted  trading  privileges  in  any  initial  public  offering  of  securi- 
ties in  a  company  approved  for  listing  on  one  of  the  primary  ex- 
changes. 

In  addition  to  reviewing  H.R.  4535,  the  subcommittee  also  in- 
tends this  afternoon  to  examine  what  steps  are  being  taken  to  im- 
plement the  key  recommendations  set  forth  in  the  SEC's  Market 
2000  study.  For  the  next  5  hours  we  are  going  to  grill  this  panel 
on  Market  2000.  Mr.  Ketchum,  I  know,  has  many,  many  insights 
that  he  might  want  to  share  with  us  on  this  subject.  We  will  be 
particularly  interested  in  what  steps  are  being  undertaken  to  re- 
spond to  the  Market  2000  recommendation  that  spreads  be  nar- 
rowed and  quote  competition  be  improved  through  moving  from  the 
current  trading  increments  of  Vs,  which,  as  we  know  was  bom  with 
the  Spanish  doubloon,  pieces  of  eight,  an  anachronistic  concept, 
which  has  been  carried  on  and  adopted  by  the  modern  American 
marketplace,  but  which  has  to  be  called  into  question  as  to  whether 
or  not  it  deserves  continued  viability — the  Spanish  doubloon? 

I  think  it  is  an  important  question.  Mr.  Wyden. 

Mr.  Wyden.  Absolutely. 

Mr.  Markey.  We  are  going  to  be  raising  these  questions  here 
today.  And  perhaps  we  can  move  to  Vie  as  an  interim  step  towards 
eventual  adoption  of  a  decimal  pricing  system.  We  will  also  be  ask- 
ing what  is  being  done  to  assure  that  all  markets  afford  customers 
a  reasonable  potential  for  price  improvement  and  adequate  protec- 
tion of  customers'  limit  orders. 

Finally,  we  will  be  asking  for  a  brief  update  on  what  steps  are 
being  taken  by  the  SEC  with  respect  to  electronic  trading  systems, 
payment  for  order  flow,  and  soft  dollar  disclosure  rules.  I  want  to 
thank  the  distinguished  witnesses  for  joining  us  today.  That  com- 
pletes the  opening  statement  of  the  Chair. 

I  now  recognize  the  Ranking  Minority  Member,  the  gentleman 
from  Texas,  Mr.  Fields. 

Mr.  Fields.  Thank  you,  Mr.  Chairman.  I  want  to  commend  you 
for  calling  this  hearing,  and  after  hearing  that  we  have  5  hours  of 
questioning,  I  think  I  am  going  to  yield  and  put  my  statement  in 
the  record,  but  I  will  say,  you  know,  as  we  have  witnessed  many 
times  before  the  subcommittee,  we  appreciate  the  effort  of  many  to 
work  on  very  complex  pieces  of  legislation,  helping  us  to  find  the 
right  solution. 

I  think  this  is  an  important  help  to  this  subcommittee,  and  cer- 
tainly I  applaud  that  effort.  With  that,  Mr.  Chairman,  I  would  like 
to  put  my  statement  in  the  record. 

[The  prepared  statement  of  Mr.  Fields  follows:] 

Statement  of  Hon.  Jack  Fields 

Thank  you,  Mr.  Chairman.  I  want  to  commend  you  for  calhng  this  hearing,  an- 
other in  the  series  we  are  holding  concerning  the  future  structure  of  the  securities 
markets. 

One  of  the  subjects  on  which  we  will  hear  testimony  today,  unlisted  trading  privi- 
leges, is  actually  a  subset  of  a  much  larger  issue.  The  review  being  conducted  by 


this  subcommittee  really  concerns  the  more  important  issue  of  competition  in  the 
securities  markets. 

To  carry  out  the  Congressional  policy  of  always  seeking  to  increase  competition, 
we  address  barriers  to  competition  that  exist  in  the  law  and  remove  them  wherever 
possible.  Frequently,  provisions  that  began  as  reasonable  regulations  that  served  to 
promote  investor  protection  fail  to  keep  pace  with  changes  in  technology  and  the 
evolution  of  our  markets.  These  once  valuable  regulations  now  only  serve  to  inter- 
fere with  market  forces  directing  order  flow  and  business.  The  rules  governing 
granting  of  unlisted  trading  privileges  to  the  regional  stock  exchanges  appear  to  be 
one  such  group  of  now  outdated  restrictions. 

H.R.  4535  will  require  the  Securities  and  Exchange  Commission  to  act  within 
months  of  the  bill  being  signed  into  law  to  address  UTP  regulation.  The  Commission 
will  be  required  to  engage  in  rulemaking  to  modernize  these  rules  to  ensure  that 
monopolies  are  not  being  protected  and  that  competition,  not  regulation,  determines 
where  stocks  will  trade. 

Today  we  will  also  receive  an  update  on  the  activities  of  the  self  regulators  on 
their  progress  in  implementing  the  recommendations  of  the  Securities  and  Exchange 
Commission  in  its  Market  2000  report.  ; 

I  note  that  next  year  will  mark  the  20th  anniversary  of  the  1975  amendments 
to  the  securities  laws  that  brought  about  the  national  market  system  in  exchange 
listed  securities.  It  is  appropriate  that  we  review  the  progress  to  date,  and  deter- 
mine what  remains  to  be  done  to  link  our  securities  markets,  to  provide  additional 
protection  and  fair  treatment  for  investors,  and  to  attract  the  investment  business 
of  the  world  to  the  securities  markets  of  the  United  States. 

I  am  pleased  that  we  have  a  panel  of  experts  as  witnesses  today  to  help  guide 
us  through  this  important  and  complex  problem.  I  yield  back  the  balance  of  my 
time. 

Mr.  Markey.  The  gentleman  is  noted  for  his  wisdom  and  brevity, 
and  the  gentleman's  time  has  expired.  We  now  turn  and  recognize 
the  gentleman  from  Oregon,  Mr.  Wyden. 

Mr.  Wyden.  Thank  you  very  much,  Mr.  Chairman.  Let  me  try  to 
take  some  of  the  wisdom  that  Jack  Fields  just  showed  and  be  real 
brief.  I  do  want  to  express  my  appreciation  to  you,  Mr.  Chairman. 
You  and  your  staff  have  been  extraordinarily  gracious  in  terms  of 
working  with  us  on  this,  and  we  are  very  appreciative. 

I  also  want  to  commend  Mr.  Fields,  as  well.  The  Minority  has 
been  also  extremely  helpful  in  this  effort  and,  I  think,  critical  in 
terms  of  getting  us  to  this  point.  H.R.  4535  is  an  important  step 
in  the  subcommittee's  efforts  to  keep  laws  and  regulations  in  line 
with  the  times  and  with  the  realities  of  the  marketplace.  Within 
6  months  of  enactment  of  this  legislation,  the  SEC  will  complete  a 
comprehensive  review  of  the  almost  60-year-old  application  process 
for  unlisted  trading  privileges  and  implement  a  new  rule. 

It  would  make  sense  for  the  markets  of  the  1990s.  Mr.  Chair- 
man, I  would  like  to  just  take  a  minute  and  spell  out  why  I  think 
this  legislation  is  important.  If  we  are  going  to  have  true  competi- 
tion in  trading  of  initial  public  offerings,  it  is  important  for  the  re- 
gional exchanges  to  have  immediate  unlisted  trading  privileges. 

The  evidence  clearly  shows  that  the  lion's  share  of  trading  in  an 
initial  public  offering  occurs  on  the  first  day  that  it  is  available. 
Brokers  then  set  their  order  flow  patterns  very  quickly  and  if  the 
regional  exchanges  are  not  in  the  market  when  those  patterns  are 
set,  they  are  in  effect  shut  out  for  good.  It  just  seems  to  me  that 
there  isn't  any  logical  reason  to  keep  the  regional  exchanges  from 
trading  on  the  first  day,  and  I  think  the  effort  that  we  are  under- 
taking here  will  be  pro-consumer,  will  be  pro-investor,  particularly 
small  investors,  and  will  expand  competition. 

Now,  finally,  let  me  say  that  while  the  current  application  re- 
quirements prevent  the  regional  exchanges  from  trading  unlisted 


stocks  immediately,  the  NASD  and  third  markets  can  and  do  trade 
on  the  first  day,  indeed  frequently  within  a  couple  minutes  of  the 
first  trade  on  the  New  York  Stock  Exchange,  despite  the  fact  that 
there  seems  to  be  no  technical  reason  to  treat  these  markets  dif- 
ferently. 

If  NASD  can  trade  on  the  first  day  without  damaging  the  mar- 
ket, it  is  unclear  to  me  why  the  regional  exchanges  should  be 
barred  from  doing  so.  Further,  since  1939,  no  application  filed  by 
a  regional  exchange  for  unlisted  trading  privileges  has  been  dis- 
approved by  the  SEC.  Instead,  the  application  requirement  just 
piles  administrative  burdens  on  the  regional  exchanges,  the  SEC 
staff,  but  really  gives  no  apparent  benefit  to  investors  or  the  mar- 
ket. 

The  last  point  I  would  make  is  the  SEC  does  get  broad  authority 
to  add  additional  requirements  on  the  regional  exchanges  to  get 
unlisted  trading  privileges,  and  even  summarily  suspend  unlisting 
trading  privileges  if  the  SEC  feels  that  it  is  in  the  public  interest 
to  do  so.  That  way  we  can  ensure  that  all  parties  are  protected, 
and  I  would  say  that  the  existing  application  process  for  unlisted 
trading  privileges  seems  to  have  far  outlived  its  purpose,  it  is  coun- 
terproductive. 

I  want  to  thank  you,  Mr.  Chairman  and  Mr.  Fields,  for  doing  so 
much  to  make  this  day  possible.  Let  me  also  note  that  my  col- 
league. Congressman  Margolies-Mezvinsky,  has  also  been  inter- 
ested in  this  issue  for  many  years  and  has  many  constituents  inter- 
ested in  it,  and  I  want  to  express  my  thanks  to  her  as  well  and 
yield  back. 

[The  prepared  statement  of  Mr.  Wyden  follows:] 

Statement  of  Hon.  Ron  Wyden 

Mr.  Chairman,  I  want  to  thank  you  for  holding  this  hearing  and  thank  all  the 
participants  who  have  worked  together  in  good  faith  to  reach  agreement  on  this 
compromise  legislation. 

This  subcommittee  has  passed  a  number  of  bills  over  the  years  to  eliminate  need- 
less regulatory  barriers  that  impede  competition,  add  administrative  costs  and  de- 
prive consumers  of  choice. 

H.R.  4535  is  another  important  step  in  the  subcommittee's  efforts  to  keep  laws 
and  regulations  up  to  date  with  the  realities  of  the  marketplace.  Within  6  months 
of  enactment  of  H.R.  4535,  the  SEC  will  complete  a  comprehensive  review  of  the 
almost  60-year-old  application  process  for  unlisted  trading  privileges  and  implement 
a  new  rule  that  makes  sense  for  today's  markets. 

Mr.  Chairman,  it  is  clear  where  my  sympathies  lie  on  this  issue.  The  predecessor 
bill  that  I  introduced,  H.R.  2515,  would  have  granted  immediate  unlisted  trading 
privileges  to  the  regional  stock  exchanges.  I  believe  that  granting  such  privileges  to 
the  regional  exchanges  would  be  an  important  step  to  improve  competition  in  the 
markets  and  its  smgJl  investors.  But  I  recognize  the  concerns  of  the  New  York  Stock 
Exchange,  and  I  think  that  leaving  the  review  and  decision  to  the  experts  at  the 
SEC  is  a  good  compromise. 

However,  I  would  like  to  take  a  minute  to  spell  out  why  I  sponsored  H.R.  2515 
and  why  I  hope  the  SEC  will  issue  a  rule  that  grants  immediate  unlisted  trading 
privileges. 

To  have  true  competition  in  trading  initial  public  offerings,  it  is  very  important 
for  the  regional  exchanges  to  have  immediate  unlisted  trading  privileges.  The  evi- 
dence clearly  shows  that  the  lion's  share  of  trading  in  an  initial  public  offering  oc- 
curs on  the  first  day  it  is  available.  Brokers  then  set  their  order  flow  patterns  very 
quickly,  and  if  the  regional  exchanges  are  not  in  the  market  when  those  patterns 
are  set,  they  are  effectively  shut  out  for  good. 

There  seems  to  be  no  reason  to  keep  the  regional  exchanges  from  trading  on  the 
first  day. 


While  the  current  application  requirement  prevents  the  regional  exchanges  from 
trading  unlisted  stocks  immediately,  the  NASD  and  third  markets  like  Madoff  or 
Instinet  can,  and  do,  trade  on  the  first  day — indeed  frequently  within  a  couple  of 
minutes  of  the  first  trade  on  the  NYSE — despite  the  fact  that  there  seems  to  oe  no 
technical  reason  to  treat  those  markets  differently.  If  NASD  can  trade  on  the  first 
day  without  damaging  the  market,  it  is  unclear  to  me  why  the  regional  exchanges 
cannot  do  as  well. 

Further,  since  1939,  no  application  filed  by  a  regional  exchange  for  unlisted  trad- 
ing privileges  has  been  disapproved  by  the  SEC.  Instead,  the  application  require- 
ment just  piles  administrative  burdens  on  the  regional  exchanges  and  the  SEC  staff 
but  adds  no  apparent  benefit  to  investors  or  the  market. 

Finally,  H.n.  4535  gives  the  SEC  broad  authority  to  add  additional  requirements 
on  the  regional  exchanges  to  get  unlisted  trading  privileges  and  even  to  summarily 
suspend  unlisted  trading  privileges  if  the  SEC  feels  it  is  in  the  public  interest  to 
do  so,  I  don't  see  any  reason  to  suspect  that  there  will  be  problems  if  the  regional 
exchanges  receive  immediate  unlisted  trading  privileges,  but  if  anything  arises  the 
SEC  can  cut  things  off — right  away. 

Mr.  Chairman,  the  existing  application  process  for  unlisted  trading  privileges 
seems   to   have   far   outlived   its    purpose   and   in   fact   become    actively   countp»- 
productive,  anticompetitive  and  anticonsumer.  I  look  forward  to  working  with 
to  enact  this  legislation  quickly  and  let  the  SEC  go  to  work. 

Mr.   Markey.  The  gentleman's  time  has  expired.  We  want 
thank   the    gentleman    for   coming.    As    he    moves    over   here 
decimalization,  we  know  he  just  finished  decimating  the  tobacco  in- 
dustry, so  he  is  an  expert  in  dealing  with  issues  of  this  complexity. 
The  Chair  recognizes  the  gentlelady  from  Philadelphia. 

Ms.  Margolies-Mezvinsky.  It  is  really  the  suburbs.  I  don't  have 
anjrthing  to  do  with  Philadelphia. 

Mr.  Markey.  The  Chair  recognizes  the  gentlelady  from  Bucks 
County. 

Ms.  Margolies-Mezvinsky.  No. 

Mr.  Markey.  The  Chair  recognizes  the  gentlelady  from  the  main- 
line district  of  Philadelphia,  which  is  the  most  Republican  district 
in  America  held  by  a  Democrat. 

Ms.  Margolies-Mezvinsky.  Thank  you,  Mr.  Chairman.  Thank 
you  for  reminding  me  of  that.  I  would  like  to  thank  you  for  holding 
the  hearing  today  on  House  Resolution  4535.  This  legislation  rep- 
resents a  compromise  between  the  regional  stock  exchanges  and 
the  two  primary  stock  exchanges,  the  New  York  Stock  Exchange 
and  the  American  Stock  Exchange. 

I  would  like  to  enter  my  remarks  in  the  record  for  the  sake  of 
time,  but  I  would  also  like  to  welcome  one  of  the  panelists.  I  am 
very  pleased  that  Mr.  Nicholas  Giordano  can  be  with  us  today  to 
testify  on  behalf  of  the  regional  stock  exchanges. 

As  many  of  you  are  well  aware,  Mr.  Giordano  has  served  for  the 
past  13  years  as  the  president  and  chief  executive  officer  of  the 
Philadelphia  Stock  Exchange,  as  well  as  the  chairman  of  the  board 
for  the  exchange's  two  subsidiaries.  Stock  Clearing  Corporation  of 
Philadelphia  and  Philadelphia  Depository  Trust  Company.  Mr. 
Giordano  first  joined  the  exchange  in  1971,  serving  as  controller  of 
both  the  exchange  and  its  subsidiary  Stock  Clearing  Corporation  of 
Philadelphia. 

He  was  appointed  vice  president  of  exchange  operations  in  1971, 
senior  vice  president  in  1975,  and  executive  vice  president  in  1976. 
For  the  record,  I  would  like  to  submit  the  rest  of  Mr.  Giordano's 
extremely  impressive  CV.  It  is  more  information  than  anyone 
would  ever  want  to  know  about  anyone  and  certainly  more  infor- 
mation than  Mr.  Giordano  would  want  to  know  about  himself.  It 


is  quite  impressive.  I  thank  you  for  holding  these  hearings  and  let 
us  proceed.  Thank  you. 

Mr.  Markey.  The  gentlelad^s  time  has  expired,  and  all  time  for 
opening  statements  by  the  Members  has  expired. 

[The  prepared  statements  of  Ms.  Margolies-Mezvinsky,  Hon.  Car- 
los J.  Moorhead,  and  the  text  of  H.R.  4535  follow:] 

Opening  Statement  of  Hon.  Marjorie  Margolies-Mezvinsky 

Mr.  Chairman,  I  would  like  to  thank  you  for  holding  a  hearing  today  on  House 
Resolution  4535.  This  legislation  represents  a  compromise  between  the  regional 
stock  exchanges  and  the  two  primary  stock  exchanges,  the  New  York  Stock  Ex- 
change and  the  American  Stock  Exchange. 

Last  year,  during  our  five  hearings  on  the  future  of  the  structure  of  the  stock 
market,  I  asked  a  question  to  these  primary  stock  exchanges  regarding  the  "unlisted 
trading  privileges"  rule.  According  to  the  Exchange  Act,  the  current  law  provides 
that  regional  stock  exchanges  must  wait  up  to  10  days  to  trade  in  the  same  security 
that  a  primary  stock  exchange  offers.  In  practice  this  SEC  approval  of  UTP  applica- 
tions can  be  delayed  for  up  to  60  days.  Tne  UTP  rule  discriminates  against  regional 
stock  exchanges,  by  reducing  the  number  of  possible  sales  for  these  regional  ex- 
changes. 

House  Resolution  4535  represents  a  good  compromise  on  this  issue.  HR  4535  re- 
quires the  SEC  to  undertake  a  rulemaking  with  180  days  with  respect  to  determin- 
ing whether  any  delay  on  UTP  should  exist.  The  NYSE  agreed  to  allow  the  SEC 
to  decide  what,  if  any  delay,  would  be  appropriate.  The  regionals  agreed  to  a  3-day 
delay  during  180-day  rulemaking  period  before  the  SEC  issued  its  final  regulations 
on  UTP. 

I  am  very  pleased  that  Mr.  Nicholas  Giordano  could  be  with  us  today  to  testify 
on  behalf  of  the  regional  stock  exchanges.  As  many  of  you  may  be  aware,  Mr.  Gior- 
dano has  served  for  the  past  13  years  as  the  president  and  chief  executive  officer 
of  the  Philadelphia  Stock  Exchange  as  well  as  the  chairman  of  the  board  for  the 
exchange's  two  subsidiaries:  Stock  Clearing  Corporation  of  Philadelphia  and  Phila- 
delphia Depository  Trust  Company. 

Mr.  Giordano  first  joined  the  exchange  in  1971,  serving  as  controller  of  both  the 
exchange  and  its  subsidiary,  Stock  Clearing  Corporation  of  Philadelphia.  He  was  ap- 
pointed vice  president  of  exchange  operations  in  1971,  senior  vice  president  in  1975, 
and  executive  vice  president  in  1976. 

Prior  to  joining  tne  Philadelphia  Stock  Exchange,  Mr.  Giordano  was  with  various 
brokerage  firms  between  1968  and  1971.  He  began  his  career  as  a  certified  public 
accountant  in  1965  with  Price  Waterhouse. 

Currently,  Mr.  Giordano  is  a  member  of  the  Boards  of  The  Options  Clearing  Cor- 
poration, Independence  Blue  Cross,  Greater  Philadelphia  Urban  Affairs  Coalition, 
the  National  Italian  American  Foundation,  GPF  Partnership  for  Economic  Develop- 
ment, and  Greater  Philadelphia  Chamber  of  Commerce.  He  nas  served  with  Richard 
C.  Breeden,  former  chairman  of  the  Securities  and  Exchange  Commission,  on  the 
Emerging  Markets  Advisory  Committee.  In  addition,  Mr.  Giordano  serves  on  the 
Board  of  Trustees  of  La  Salle  University  from  which  he  graduated  in  1965. 


Statement  of  Hon.  Carlos  J.  Moorhead 

Thank  you,  Mr.  Chairman.  I  want  to  commend  you  for  calling  this  hearing  to 
allow  the  subcommittee  to  continue  its  oversight  of  developments  in  the  securities 
markets. 

I  particularly  want  to  commend  you  for  the  efficient  manner  in  which  the  issue 
of  reforming  rules  governing  unlisted  trading  privileges  is  being  handled.  I  believe 
H.R.  4535,  which  is  the  subject  of  our  hearing  today,  and  which  will  most  likely  be 
marked  up  by  the  subcommittee  tomorrow  and  the  full  committee  next  week,  is  val- 
uable legislation  that  will  eliminate  unnecessary  barriers  to  competition.  I  am 
pleased  to  be  a  co-sponsor. 

The  proposal  to  reform  UTP  originated  at  the  first  of  the  Market  2000  hearings 
held  before  this  subcommittee.  The  process  has  moved  quickly  to  produce  several 
drafts  of  this  bill.  Now  with  a  coordinated  effort  with  our  Senate  colleagues,  we  are 
about  to  place  the  legislation  before  both  Houses  of  Congress.  The  Telecommuni- 
cations and  Finance  Subcommittee  is  doing  fine  work,  and  I  compliment  all  of  its 
members  on  their  efforts. 

I  look  forward  to  today's  testimony,  and  yield  back  the  balance  of  my  time. 
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IN  THE  HOUSE  OF  REPRESENTATIVES 

May  26,  1994  '^ 

Mr.  Wyden  (for  himself,  Mr.  DiNGELL,  Mr.  Markey,  Miss  Collins  of 
Michigan,  Mr.  Synar,  Mr.  Cooper,  Mr.  IIastert,  and  Ms.  Margolies- 
Mezvinsky)  introduced  the  following  bill;  which  was  referred  to  the  Com- 
mittee on  Energy  and  Commerce 


A  BILL 

To  amend  the  Securities  Exchange  Act  of  1934  with  respect 
to  the  extension  of  unhsted  trading  privileges  for  cor- 
porate securities,  and  for  other  purposes. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  assembled, 

3  SECTION  1.  SHORT  TITLE. 

4  This  Act  may  be  cited  as  the  "Unhsted  Trading 

5  Privileges  Act  of  1994". 

6  SEC.  2.  AMENDMENTS  TO  THE  SECURITIES  EXCHANGE  ACT 

7  OF  1934. 

8  (a)  Unlisted  Trading  Privileges. — Section  12(f) 

9  of  the  Securities  Exchange  Act  of  1934  (15  U.S.C.  78i(f)) 


8 

2 

1  is  amended  by  striking  paragraphs  (1)  and  (2)  and  insert- 

2  ing  the  following: 

3  "(f)(1)(A)  Notwithstanding  the  preceding  subsections 

4  of  this  section,  any  national  securities  exchange,  in  accord- 

5  ance  with  the  requirements  of  this  subsection  and  the 

6  rules  hereunder,  may  extend  unlisted  trading  privileges 

7  to— 

8  "(i)  any  security  that  is  listed  and  registered  on 

9  a  national  securities  exchange,  subject  to  subpara- 

10  graph  (B);  and 

11  "(ii)  any  security  that  is  otherwise  registered 

12  pursuant  to  this  section,  or  that  would  be  required 

13  to  be  so  registered  except  for  the  exemption  from 

14  registration  provided  in  subparagraph  (B)  or  (G)  of 

15  subsection   (g)(2),   subject  to  subparagraph   (E)   of 

16  this  paragraph. 

17  "(B)  A  national  securities  exchange  may  not  extend 

18  unlisted  trading  privileges  to  a  security  described  in  sub- 

19  paragraph  (A)(i)  during  such  interval,  if  any,  after  the 

20  commencement  of  an  initial  public  offering  of  such  secu- 

21  rity,  as  is  or  may  be  required  pursuant  to  subparagraph 

22  (C). 

23  "(C)  Not  later  than  180  days  after  the  date  of  enact- 

24  ment  of  the  Unlisted  Trading  Privileges  Act  of  1994,  the 

25  Commission  shall  prescribe,  by  rule  or  regulation,  the  du- 
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1  ration  of  the  interval  referred  to  in  subparagraph  (B),  if 

2  any,  as  the  Commission  determines  to  be  necessary  or  ap- 

3  propriate  for  the  maintenance  of  fair  and  orderly  markets, 

4  the  protection  of  investors  and  the  public  interest,  or  oth- 

5  envise  in  furtherance  of  the  purposes  of  this  title.  Until 

6  the  earlier  of  the  effective  date  of  such  rule  or  regulation 

7  or  240  da}^  after  such  date  of  enactment,  such  interval 

8  shall  begin  at  the  opening  of  trading  on  the  day  on  which 

9  such  security  commences  trading  on  the  national  securities 

10  exchange  with  which  such  security  is  registered  and  end 

11  at  the  conclusion  of  the  next  day  of  trading. 

12  "(D)  The  Commission  may  prescribe,  by  rule  or  regu- 

13  lation  such  additional  procedures  or  requirements  for  ex- 

14  tending  unlisted  trading  privileges  to  any  security  as  the 

15  Commission  deems  necessary  or  appropriate  for  the  main- 

16  tenance  of  fair  and  orderly  markets,  the  protection  of  in- 

17  vestors  and  the  public  interest,  or  otherwise  in  furtherance 

18  of  the  purposes  of  this  title. 

19  "(E)  No  extension  of  unlisted  trading  privileges  to 

20  securities  described  in  subparagraph  (A)(ii)  may  occur  ex- 

21  cept  pursuant  to  a  rule,  regulation,  or  order  of  the  Com- 

22  mission  approving  such  extension  or  extensions.  In  pro- 

23  mulgating  such  rule  or  regulation  or  in  issuing  such  order, 

24  the  Commission — 
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1  "(i)  shall  find  that  such  extension  or  extensions 

2  of  unlisted  trading  privileges  is  consistent  with  the 

3  maintenance  of  fair  and  orderly  markets,  the  protec- 

4  tion  of  investors  and  the  public  interest,  and  other- 

5  wise  in  furtherance  of  the  purposes  of  this  title; 

6  "(ii)  shall  take  account  of  the  public  trading  ac- 

7  tivity  in  such  securities,  the  character  of  such  trad- 

8  ing,  the  impact  of  such  extension  on  the  existing 

9  markets  for  such  securities,  and  the  desirability  of 

10  removing  impediments  to  and  the  progress  that  has 

11  been  made  toward  the  development  of  a  national 

12  market  system;  and 

13  "(iii)  shall  not  permit  a  national  securities  ex- 

14  change  to  extend  unlisted  trading  privileges  to  such 

15  securities  if  any  rule  of  such  national  securities  ex- 

16  change  would  unreasonably  impair  the  ability  of  a 

17  dealer  to  solicit  or  effect  transactions  in  such  securi- 

18  ties  for  its  own  account,  or  would  unreasonably  re- 

19  strict  competition  among  dealers  in  such  securities 

20  or  between  such  dealers  acting  in  the  capacity  of 

21  market  makers  who  are  specialists  and  such  dealers 

22  who  are  not  specialists. 

23  "(F)  An  exchange  may  continue  to  extend  unlisted 

24  trading  privileges  in  accordance  with  this  paragraph  only 

25  if  the  exchange  and  the  subject  security  continue  to  satisfy 
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1  the  requirements  for  eligibility  under  this  paragraph,  in- 

2  eluding  any  niles  and  regulations  issued  by  the  Commis- 

3  sion  pursuant  to  this  paragi'aph,  except  that  unlisted  trad- 

4  ing  privileges  may  continue  Mith  regard  to  securities  which 

5  had  been  admitted  on  such  exchange  prior  to  July  1,  1964, 

6  notwithstanding  the  failure  to  satisfy  such  requirements. 

7  If  unlisted  trading  privileges  in  a  security  are  discontinued 

8  pursuant  to  this  subparagraph,  the  exchange  shall  cease 

9  trading  in  that  security,  unless  the  exchange  and  the  sub- 

10  jeet  security  thereafter  satisfy  the  requirements  of  this 

1 1  paragraph  and  the  rules  issued  hereunder. 

12  "(G)  For  purposes  of  this  paragraph —        ■ 

13  "(i)  a  security  is  the  subject  of  an  initial  public 

14  offering  if —  •        \*-  ^ 

15  "(I)  the  offering  of  the  subject  security  is 

16  -     registered  under  the   Securities  Act  of  1933; 

17  and  - 

18  "(11)    the    issuer   of   the    security,    imme- 

19  diately  prior  to  filing  the  registration  statement 

20  with  respect  to  the  offering,  was  not  subject  to 

21  the   reporting   requirements   of  section    13    or 

22  15(d)  of  this  title;  and 

23  "(ii)  an  initial  public  offering  of  such  security 

24  commences  at  the  opening  of  trading  on  the  day  on 

25  which  such  security  commences  trading  on  the  na- 
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1  tional  securities  exchange  with  which  such  security 

2  is  registered. 

3  "(2) (A)  At  any  time  within  60  days  of  commence- 

4  ment  of  trading  on  an  exchange  of  a  security  pursuant 

5  to  unUsted  trading  privileges,  the  Commission  may  sum- 

6  marily  suspend  such  unhsted  trading  privileges  on  the  ex- 

7  change.  Such  suspension  shall  not  be  reviewable  under  sec- 

8  tion  25  of  this  title  and  shall  not  be  deemed  to  be  a  final 

9  agency  action  for  purposes  of  section  704  of  title  5,  United 

10  States  Code.  Upon  such  suspension — 

11  "(i)  the  exchange  shall  cease  trading  in  the  se- 

12  curity  by  the  close  of  business  on  the  date  of  such 

13  suspension,  or  at  such  time  as  the  Commission  may 

14  prescribe  by  rule  or  order  for  the  maintenance  of 

15  fair  and  orderly  markets,  the  protection  of  investors 

16  and  the  public  interest,  or  otherwise  in  furtherance 

17  of  the  purposes  of  this  title;  and 

18  "(ii)  if  the  exchange  seeks  to  extend  unlisted 

19  trading  privileges  to  the  security,  the  exchange  shall 

20  file  an  application  to  reinstate  its  ability  to  do  so 

21  with  the  Commission  pursuant  to  such  procedures  as 

22  the  Commission  may  prescribe  by  i-ule  or  order  for 

23  the  maintenance  of  fair  and  orderly  markets,  the 

24  protection  of  investors  and  the  public  interest,  or 

25  otherwise  in  furtherance  of  the  purposes  of  this  title. 
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1  "(B)  A  suspension  under  subparagi*aph  (A)  shall  re- 

2  main  in  effect  until  the  Commission,  by  order,  grants  ap- 

3  proval  of  an  application  to  reinstate,  as  described  in  sub- 

4  paragraph  (A)(ii). 

5  "(C)  A  suspension  under  subparagraph  (A)  shall  not 

6  affect  the  validity  or  force  of  an  extension  of  unlisted  trad- 

7  ing  privileges  in  effect  prior  to  such  suspension. 

8  "(D)  The  Commission  shall  not  approve  an  applica- 

9  tion  by  a  national  securities  exchange  to  reinstate  its  abil- 

10  ity  to  extend  unlisted  trading  privileges  to  a  security  un- 

11  less  the  Commission  finds,  after  notice  and  opportunity 

12  for  hearing,  that  the  extension  of  unlisted  trading  privi- 

13  leges  pursuant  to  such  application  is  consistent  with  the 

14  maintenance  of  fair  and  orderly  markets,  the  protection 

15  of  investors  and  the  public  interest,  and  otherwise  in  fur- 

16  therance  of  the  purposes  of  this  title.  If  the  application 

17  is  made  to  reinstate  unlisted  trading  privileges  to  a  secu- 

18  rity  described  in  paragraph  (l)(A)(ii),  the  Commission — 

19  "(i)  shall  take  account  of  the  public  trading  ac- 

20  tivity  in  such  security,  the  character  of  such  trading, 

21  the  impact  of  such  extension  on  the  existing  markets 

22  for  such  a  security,  and  the  desirability  of  removing 

23  impediments  to  and  the  progress  that  has  been  made 

24  toward  the  development  of  a  national  market  sys- 

25  tem;  and 
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1  "(ii)  shall  not  gi-ant  any  such  application  if  any 

2  rule  of  the  national  securities  exchange  making  ap- 

3  plication  under  this  subsection  would  unreasonably 

4  impair  the  ability  of  a  dealer  to  solicit  or  effect 

5  transactions  in  such  security  for  its  own  account,  or 

6  would  unreasonably  restrict  competition  among  deal- 

7  ers  in  such  security  or  between  such  dealers  acting 

8  in  the  capacity  of  marketmakers  who  are  specialists 

9  and  such  dealers  who  are  not  specialists.". 

10  (b)  Conforming  Amendment.— Section  12(f)(3)  of 

1 1  the  Securities  Exchange  Act  of  1934  (15  U.S.C.  78^(f)(3)) 

12  is  amended  by  striking  "The  Commission"  and  inserting 

13  " Notwithstanding  paragraph  ( 2 ) ,  the  Commission' ' . 

o 
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Mr.  Markey.  We  will  now  turn  to  our  witness  panel,  and  we  will 
recognize  first  Brandon  Becker,  who  is  the  Director  of  the  Division 
of  Market  Regulation  for  the  Securities  and  Exchange  Commission. 
Welcome,  sir. 

STATEMENTS  OF  BRANDON  BECKER,  DIRECTOR,  DIVISION  OF 
MARKET  REGULATION,  SECURITIES  AND  EXCHANGE  COM- 
MISSION; NICHOLAS  A.  GIORDANO,  PRESIDENT,  PHILADEL- 
PHIA STOCK  EXCHANGE;  EDWARD  A.  KWALWASSER,  EXECU- 
TIVE VICE  PRESIDENT  FOR  REGULATION,  NEW  YORK  STOCK 
EXCHANGE;  RICHARD  KETCHUM,  EXECUTIVE  VICE  PRESI- 
DENT, NATIONAL  ASSOCIATION  OF  SECURITIES  DEALERS; 
AND  JAMES  F.  DUFFY,  SENIOR  VICE  PRESIDENT,  AMERICAN 
STOCK  EXCHANGE 

Mr.  Becker.  Thank  you,  Chairman  Markey  and  members  of  the 
subcommittee.  I  welcome  the  opportunity  to  discuss  with  you  the 
Market  2000  report  prepared  by  the  Commission's  Division  of  Mar- 
ket Regulation.  The  report  is  an  important  part  of  a  continuing  dia- 
logue among  the  Commission,  investors,  broker-dealers,  and  the 
markets  about  how  best  to  ensure  the  most  fair,  open,  and  efficient 
equity  markets. 

In  addition,  I  am  pleased  to  support  H.R.  4535,  the  Unlisted 
Trading  Privileges  Act  of  1994,  which  also  results  from  this  dia- 
logue and  the  work  of  other  members  of  your  subcommittee,  and, 
in  particular,  the  efforts  of  Representative  Wyden,  who  originally 
sponsored  the  bill. 

Over  the  past  20  years,  our  securities  markets  have  changed  dra- 
matically in  response  to  technological  advances,  new  product  devel- 
opments, and  global  economic  expansion.  These  changes  lead  mar- 
ket participants  to  raise  questions  regarding  the  existing  regu- 
latory framework  and  whether  it  had  kept  pace  with  market  devel- 
opments. 

In  response  to  these  concerns,  the  Division  of  Market  Regulation 
undertook  the  Market  2000  study.  The  report  concludes  that  to- 
day's equity  markets  are  operating  efficiently  within  the  existing 
regulatory  structure.  Nonetheless,  recommendations  were  formu- 
lated to  make  the  markets  work  better  for  investors  and  to  make 
competition  work  better  for  the  market. 

Protecting  investors  while  maintaining  a  fair  field  of  competition 
is  the  touchstone  of  the  report's  recommendations.  To  achieve  this 
end,  Market  2000  identified  three  broad  themes.  First,  arrange- 
ments between  customers  and  broker-dealers  should  be  as  clear  as 
possible;  second,  markets  should  have  as  much  information  about 
supply  and  demand  as  is  consistent  with  customer  interest;  third, 
competition  and  innovation  in  the  provision  of  trading  services 
should  be  encouraged. 

The  Market  2000  report  recommends  specific  action  in  each  of 
these  areas.  The  Commission  is  aware  of  the  importance  of  timely 
implementation  of  the  recommendations  of  the  report.  In  this  re- 
gard, under  Chairman  Levitt's  leadership  the  Commission  already 
has  sought  public  comment  on  three  proposed  rules  concerning  pay- 
ment for  order  flow  practices,  broker-dealer  automated  trading  sys- 
tems, and  expedited  Commission  review  of  SRO  proposed  rule 
changes. 
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The  Commission  staff  currently  is  reviewing  the  comments  re- 
ceived concerning  these  proposed  rules.  In  addition,  the  SRO's 
agreed  with  several  of  the  Market  2000  recommendations  that 
would  require  action  on  their  part.  These  include  increased  trans- 
parency through  the  display  of  customer  limit  orders  and  the  dis- 
play of  after-hours  and  overseas  trades,  and  improvement  of  mar- 
ket executions  by  assessing  market  quality  on  a  periodic  basis  and 
by  markets  and  market  makers  and  listed  stocks  offering  price  im- 
provement. 

SRO's  have  begun  to  implement  a  number  of  the  Market  2000 
recommendations.  For  several  of  the  recommendations,  however, 
the  SRO's  believe  that  additional  examination  is  necessary  or  did 
not  comment  specifically.  These  recommendations  concern  eliminat- 
ing the  one-eighth  pricing  system,  the  feasibility  of  an  order  expo- 
sure rule,  off-board  trading  restrictions  for  after-hours  trading, 
shareholder  approval  of  delisting  decisions,  and  extending  the 
intermarket  trading  system,  a  computer-assisted  execution  system 
link  to  all  listed  stocks. 

Cooperation  with  the  SRO's  is  essential  to  the  implementation  of 
the  report's  recommendation.  The  Commission  has  discussed  imple- 
mentation of  the  recommendations  with  the  SRO's  and  expects  that 
the  noncontroversial  proposals  will  be  implemented  expeditiously. 

The  Commission  staff  will  continue  working  with  the  SRO's  to 
ensure  that  the  other  recommendations  will  be  implemented  in  a 
timely  manner.  With  respect  to  H.R.  4535,  the  Commission  sup- 
ports your  subcommittee's  efforts  to  streamline  the  regulatory  proc- 
ess. The  UTP  Act  would  amend  section  12(f)  of  the  Exchange  Act 
to  remove  unnecessary  regulatory  delays  that  inhibit  market  com- 
petition with  respect  to  UTP. 

The  exchange  application,  public  notice,  and  Commission  ap- 
proval process  under  existing  section  12(f)  has  been  in  place  since 
1936,  as  you  noted.  H.R.  4535  would  eliminate  these  procedures, 
thereby  enabling  exchanges  to  extend  UTP  immediately  to  most  se- 
curities that  are  listed  on  another  exchange  or  traded  on  NASDAQ. 
Currently,  the  Commission  processes  hundreds  of  exchange  appli- 
cations for  the  extension  of  UTP.  Comments  on  these  applications 
are  extremely  rare,  which  seems  to  indicate  that  the  rigid  proce- 
dures for  considering  individual  applications  to  extend  UTP  are  no 
longer  appropriate. 

The  Commission  is  aware  that  some  concern  may  exist  regarding 
immediate  UTP  in  securities  that  are  the  subject  of  an  initial  pub- 
lic offering  or  IPO.  Commission  staff  led  by  Chairman  Levitt  have 
worked  with  members  of  this  subcommittee  and  with  market  par- 
ticipants to  forge  an  appropriate  approach  to  this  area  which  is  re- 
flected in  H.R.  4535.  The  bill  provides  a  temporary  2-day  delay  of 
UTP  when  the  security  is  subject  to  an  IPO. 

During  the  180-day  period  following  the  enactment  of  the  bill, 
this  temporary  delay  for  IPO's  will  be  in  place  while  the  Commis- 
sion undertakes  rulemaking  to  determine  whether  a  delay  of  UTP 
in  IPO's  is  appropriate.  The  Commission  believes  this  is  a  balanced 
and  prudent  approach  and  will  consider  public  comments  in  this 
complex  area. 

In  particular,  the  Commission  plans  to  seek  comments  concern- 
ing the  benefits  associated  with  streamlining  the  regulatory  process 
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and  enhancing  competitive  opportunities  among  market  centers 
and  identification  of  the  negative  effects  that  immediate  UTP  may 
have  on  the  distribution  of  an  IPO. 

Specifically,  we  will  look  to  the  markets  to  provide  data  on  the 
nature  and  effect  of  the  trading  activity  in  connection  with  IPO 
listings.  For  60  years,  Mr.  Chairman,  the  Commission  has  worked 
with  the  Congress  to  ensure  that  equity  market  regulation  protects 
investors,  aids  capital  raising,  and  keeps  pace  with  the  changing 
dynamics  of  the  secondary  markets. 

The  Market  2000  report  and  H.R.  4535  are  new  steps  in  this 
process.  The  Commission  looks  forward  to  continuing  to  work  with 
the  subcommittee  in  the  future  in  our  efforts  to  identify  and  imple- 
ment solutions  to  problems  and  concerns  that  arise  as  the  U.S. 
markets  enter  the  21st  Century.  Thank  you. 

[Testimony  resumes  on  p.  44.] 

[The  prepared  statement  of  Mr.  Becker  follows:]     '  ■ 
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REGARDING  THE  MARKET  2  000  REPORT  AND 
THE  UNLISTED  TRADING  PRIVILEGES  ACT  OF  1994  (H.R.  4535) 

BEFORE  THE  SUBCOMMITTEE  ON  TELECOMMUNICATIONS  AND  FINANCE 
UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

June  22,  1994 

Thank  you  Chairman  Markey  and  meitibers  of  the  Subcommittee. 
I  welcome  the  opportunity  to  discuss  with  you  the  report,  Market 
2000:  An  Examination  of  Current  Equity  Market  Developments  ( "Market 
2000  Report"  or  "Report"),  prepared  by  the  Commission's  Division 
of  Market  Regulation.^  The  Report,  issued  this  past  January,  is  an 
important  part  of  a  continuing  dialogue  among  the  Commission, 
investors,  broker-dealers,  and  the  markets  about  how  best  to  ensure 
the  most  fair,  open,  and  efficient  equity  markets.  In  addition, 
I  am  pleased  to  have  this  opportunity  to  voice  the  Commission's 
support  for  H.R.  4535,  the  Unlisted  Trading  Privileges  Act  of  1994, 
which  also  results  from  this  dialogue  and  the  work  of  members  of 
your  Subcommittee.  The  Commission  believes  that  H.R.  4535  would 
remove  unnecessary  regulatory  delays  that  inhibit  market 
competition  with  respect  to  unlisted  trading  privileges.  Thus,  the 
Commission  supports  the  Subcommittee's  efforts  to  streamline  the 
regulatory  process  in  this  area. 

Over  2  0  years  ago,  the  Commission  undertook  an  examination  of 
the  equity  markets  similar  to  the  study  that  led  to  the  Market  2000 
Report.   At  that  time,  questions  had  arisen  as  to  the  fairness. 
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competitiveness,  and  efficiency  of  the  U.S.  markets.  As  a  result 
of  the  Commission's  examination,  then  Chairman  William  J.  Casey- 
sent  to  Congress  the  first  of  a  series  of  reports  which  would 
culminate  in  the  restructuring  of  the  United  States  equity  markets. 
A  growing  market  crisis  at  that  time  affected  both  institutional 
and  individual  investors:  increasing  volume  could  not  be 
accommodated;  fixed  commission  rates  had  caused  inefficient 
relationships  between  market  participants  and  unnecessarily  high 
transaction  costs;  restrictions  on  access  to  markets  prevented 
competition  from  working  to  serve  the  investor.  The  Commission 
proposed  a  vision  of  how  our  markets  could  be  enhanced  to  provide 
a  foundation  for  the  future  as  well  as  to  fulfill  a  compelling 
public  need.  This  vision  was  premised  on  the  use  of  technology  to 
link  markets  and  market  participants  efficiently  within  a  fair 
regulatory  framework.  The  orders  placed  by  large  and  small 
investors  alike  would  be  executed  in  the  best  market,  with  market 
information  available  to  all.  Within  this  system  competition  would 
drive  the  evolution  of  the  markets.  Where  diversity  of  interests 
impeded  progress,  the  Commission  would  be  authorized  to  act 
directly. 

This  vision  was  enacted  into  law  in  the  Securities  Acts 
Amendments  of  1975  ("1975  Act  Amendments"),  in  which  Congress 
directed  the  Commission  to  facilitate  the  development  of  a 
"national  market  system".^  The  principles  Congress  embraced  to 
guide  the  development  of  this  system  have  served  our  markets  and 
our  country  well,  enhancing  a  marketplace  that  by  any  measure  is 
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the  fairest  and  most  efficient  in  the  world.   The  strength  of  the 
U.S.  equity  markets  is  evidence  of  their  effectiveness.    Our 
national  market  system  enjoys  the  benefits  of  the  following 
developments  over  the  past  20  years: 

•  Technological  advances  that  have  made  it  possible  to 
display,  expose,  and  execute  orders  in  volumes  that  were 
unheard  of  even  ten  years  ago. 

•  Instantaneous  and  inexpensive  communication  among  markets 
and  participants. 

•  Execution  of  orders  at  the  best  bid  or  offer  quoted  across 
a  spectrum  of  markets. 

•  Resiliency  that  enables  our  markets  successfully  to  weather 
crises  that  would  paralyze  the  financial  systems  of  other 
nations . 

While  these  developments  have  generated  positive  results,  the 
evolution  of  our  equity  markets  and  the  implementation  of  the 
national  market  system  have  posed  difficult  and  vexing  questions. 
The  dramatic  changes  of  the  markets  in  response  to  advances  in 
technology,  new  product  developments,  and  global  economic  expansion 
caused  many  commentators  to  question  whether  the  regulatory 
structure  had  kept  pace.  Concerns  about  market  fragmentation, 
inadequate  disclosure  of  market  information  and  unequal  regulation 
were  raised. 
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Market  2000 

The  Market  2000  Report  is  an  attempt  by  the  Division  to  review 
these  concerns  and  suggest  changes  where  appropriate.  The  Division 
took  on  the  task  of  conducting  a  comprehensive  assessment  of  the 
state  of  our  equity  markets  to  provide  guidance  for  the  continuing 
development  of  the  national  market  system.  Concurrent  with  the 
study,  Congress  held  a  series  of  hearings  in  1993  that  raised  many 
of  the  issues  covered  by  the  Report.  In  addition,  the  U.S. 
General  Accounting  Office  ("GAO")  released  a  report  on  market 
structure.*  The  information  from  those  hearings  and  the  GAO  Report 
substantially  contributed  to  our  understanding  of  the  difficult 
structural  issues  facing  our  markets  today.  With  the  support  of 
your  Subcommittee  and  other  members  of  the  Congress  we  were  able 
to  produce  a  comprehensive  assessment  of  the  state  of  our  equity 
markets  that  we  hope  will  provide  guidance  for  the  continuing 
development  of  the  national  market  system. 

The  response  by  the  securities  industry  and  by  the  news  media 
to  the  Report  attests  to  the  enormous  aimount  of  hard  work  and 
careful  analysis  by  all  the  many  participants  in  this  process  of 
review  and  analysis.^  We  look  forward  to  continuing  to  work  with 
you  as  we  move  forward  on  the  implementation  of  the  recommendations 
in  the  Market  2000  Report. 

The  Report  makes  clear  that  our  markets  are  not  in  crisis 
today.  By  all  measures,  our  system  is  working  well  to  raise 
capital  and  provide  a  wide  range  of  investment  opportunities  for 
an  even  wider  range  of  investors.   The  trading  environment  that 
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was  envisioned  by  Congress  in  1975  has  been  largely  realized.  The 
Report  reaffirms  that  the  objectives  delineated  by  Congress  which 
have  conferred  so  many  benefits  on  our  markets  remain  valid  as 
guiding  principles  for  the  Commission. 

Nevertheless,  the  Division  found  that  in  several  areas  the 
markets  could  work  better  for  investors  and  competition  could  work 
better  for  the  markets.  The  Division  formulated  specific 
recommendations  for  action  in  these  areas.  While  the 
recommendations  are  incremental,  some  address  highly  contentious 
issues.  In  many  instances,  there  are  no  clear  answers,  but  there 
are  several  equally  viable  or  plausible  alternatives.  In  those 
cases,  the  Division  has  offered  recommendations  which  it  believes 
are  most  appropriate,  based  on  its  experience  and  acciomulated 
knowledge. 

Protecting  investors  while  maintaining  a  fair  field  for 
competition  is  the  touchstone  of  the  Report's  recommendations.  To 
achieve  this  end.  Market  2000  identified  three  broad  themes. 
First,  arrangements  between  customers  and  broker-dealers  should  be 
as  clear  as  possible.'^  Second,  markets  should  have  as  much 
information  about  supply  and  demand  as  is  consistent  with  customer 
interests.  Third,  competition  and  innovation  in  the  provision  of 
trading  services  should  be  encouraged.^  The  Market  2000  Report 
recommends  specific  action  in  each  of  these  areas. 

The  importance  of  the  first  goal,  clear  arrangements  between 
broker-dealers  and  customers,  is  self-evident.  Investors' 
decisions  to  participate  in  the  equity  markets  are  critical  to  the 
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success  of  the  economy  and  our  national  well-being.  The  decision 
to  participate  is  predicated  on  the  perception,  and  reality,  of 
fairness  and  integrity.  Well-informed  customers  and  fulfilled 
expectations  regarding  the  obligations  of  brokers  toward  their 
customers  are  the  essence  of  fairness  and  the  basis  of  investor 
confidence.  Market  2000  recommends  that  investors  be  put  first  and 
that  broker-dealers  be  reminded  of  their  obligation  to  provide  best 
execution. 

In  addition,  the  Report  calls  for  enhanced  disclosure  with 
respect  to  practices  such  as  payment  for  order  flow  and  soft  dollar 
arrangement  s.'''°  Because  broker-dealers  have  a  comparative 
advantage  in  monitoring  the  quality  of  executions,  Market  2000  also 
calls  upon  broker-dealers  that  use  automatic  routing  procedures  to 
assess  market  quality  on  a  periodic  basis,  and  for  markets  and 
market  makers  in  listed  securities  to  offer  price  improvement. 
In  addition.  Market  2  000  recommends  action  to  improve  order 
handling  practices  for  securities  quoted  on  the  National 
Association  of  Securities  Dealers  Automated  Quotation  ("Nasdaq") 
system  and  to  improve  the  overall  quality  of  the  over-the-counter 
("OTC")  market. -"-^ 

The  second  theme,  the  desirability  of  well-informed  markets, 
is  premised  on  the  Commission's  long-standing  belief  that 
transparency  plays  a  fundamental  role  in  the  fairness  and 
efficiency  of  the  secondary  markets.  The  principle  of  transparency 
is  a  fundamental  aspect  of  investor  protection  and  efficient 
markets.   There  are  many  benefits  associated  with  enhanced  market 
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transparency.  First,  transparency  enhances  investor  protection. 
Second,  by  encouraging  investor  participation  in  the  market, 
transparency  promotes  market  liquidity.  And  third,  transparency 
fosters  the  efficiency  of  securities  markets  by  facilitating  price 
discovery  and  open  competition,  thereby  counteracting  the  effects 
of  fragmentation.  Each  of  these  benefits  both  promotes  and  is  a 
function  of  the  others.  For  example,  by  providing  protection  for 
investors,  transparency  encourages  greater  participation  in 
securities  markets  and,  therefore,  enhances  the  liquidity  of  those 
markets.  This  increase  in  liquidity,  in  tarn,  increases  market 
efficiency.  Similarly,  by  reducing  the  effects  of  fragmentation 
and  increasing  the  pricing  efficiency  of  securities  markets, 
transparency  also  promotes  the  fairness  of  the  markets.  Thus, 
timely  and  comprehensive  disclosure  of  information  on  quotations, 
trading  volume,  and  trading  practices  is  essential  to  the  market. 
Selective  or  partial  disclosure  impairs  market  pricing  mechanisms, 
weakens  competition  and  prevents  customers  from  monitoring  the 
quality  of  their  executions.  In  assessing  whether  information  on 
customer  orders  should  be  publicly  disclosed,  or  only  available  to 
market  professionals.  Market  2000  advocates  giving  more  information 
to  market  participants,  including  investors. 

The  high  level  of  transparency  in  the  U.S.  markets  today  can 
be  attributed  largely  to  Commission  action  that  resulted  in  the 
creation  of  a  consolidated  quotation  system,  the  consolidated  tape, 
and  last  sale  reporting  for  Nasdaq  securities.  The  Commission  has 
ensured  that  data  concerning  market  transparency  is  available 
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equally  to  investors,  analysts,  and  all  other  participants  in  the 
U.S.  equity  markets  so  that  they  may  have  a  complete  picture  of 
trading  activity.  This  has  secured  the  role  of  the  U.S.  equity 
markets  as  the  most  efficient,  liquid,  and  fair  markets  in  the 
world.  To  ensure  that  the  U.S.  equity  markets  maintain  their 
preeminent  position  in  an  increasingly  global  market  place,  the 
Report  urges  continued  Commission  efforts  to  enhance  transparency 
in  all  markets.  Greater  transparency  would  unite  the  various 
market  segments  by  enabling  market  participants  to  assess  overall 
supply  and  demand.  Moreover,  greater  transparency  would  promote 
fair  competition  between  markets  and  preserve  an  efficient  price 
discovery  mechanism. 

The  Report's  recommendations  regarding  increased  transparency 
focus  on  the  stock  pricing  system,  the  display  of  customer  orders, 
and  after-hours  trading.  To  improve  transparency,  the  Report 
recommends  that  markets  move  from  the  current  pricing  system  for 
stocks  to  a  decimal  system. ^^  Market  2000  recommends  additional 
display  and  exposure  of  customer  orders  and  more  complete  and 
accurate  reporting  of  trades,  including  after-hours  trades  and 
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trades  in  U.S.  securities  nominally  executed  aQDroad.  In 
addition,  Market  2000  recommends  that  the  SROs  consider  the 
feasibility  of  an  order  exposure  rule. 

The  third  theme  is  that  competition  and  innovation  should  be 
encouraged.  Technological  advances  have  changed  dramatically  the 
way  that  the  securities  business  is  conducted  and  promise  to  change 
it  further.   Market  2000  points  out  that  many  of  the  innovations 
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in  the  markets  during  the  past  20  years  have  been  generated  by 
competition.  The  introduction  of  new  technologies  that  benefit 
investors  has  been  the  result  of  competition  between  and  among 
markets  and  market  participants.  Congress  recognized  the  central 
role  of  competition  when  it  instructed  the  Commission  to 
facilitate,  but  not  design,  the  national  market  system. 

Market  2000  calls  for  increased  oversight  of  automated  trading 
systems  and  recommends  recordkeeping  and  reporting  requirements  for 
these  systems.  ■'■^  The  Report  recommends  that  the  National 
Association  of  Securities  Dealers  ("NASD")  assert  greater  oversight 
over  the  trading  of  listed  stocks  in  the  over-the-counter  market 
to  maintain  market  integrity .  ■"■'  Additional  recommendations  involve 
securities  transaction  fees,^^  Commission  review  of  SRO  proposed 
rule  changes,-^'  off -board  trading  restrictions,  ^°  shareholder 
approval  of  delisting  decisions, ^^  and  the  Intermarket  Trading 
System.  ^^ 

The  Commission  is  aware  of  the  importance  of  timely 
implementation  of  the  recommendations  of  the  Report.  Under  the 
leadership  of  Chairman  Levitt,  the  Commission  already  has  initiated 
action  on  all  of  the  recommendations  of  Market  2000  that  require 
Commission  action.  The  three  rulemaking  proposals  that  have  been 
initiated  cover  payment  for  order  flow,  automated  trading  systems, 
and  the  review  process  for  SRO  rule  changes.  These  proposals  also 
discussed  "soft  dollar"  and  decimal  pricing  issues.  I  would  like 
to  discuss  briefly  the  Commission's  efforts  in  these  areas. 

Generally  speaking,  payment  for  order  flow  is  a  practice 
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whereby  market  makers  or  exchange  specialists  compensate  brokerage 
firms  for  directing  customer  orders  to  them  for  execution.  This 
practice  has  generated  much  debate  and  controversy  within  the 
securities  industry  regarding  the  potential  benefits  and  harm  to 
public  investors.  Those  market  professionals  who  receive  payment 
for  order  flow  confront  a  potential  conflict  between  the  interests 
of  the  customers  they  serve  and  their  own  interests.  This  conflict 
raises,  in  turn,  disclosure,  best  execution,  agency  and  market 
structure  issues.  ,    .-,  . 

Last  October,  the  Commission  published  for  public  comment  a 
proposed  rule  that  would  require  enhanced  disclosure  of  payment 
for  order  flow  practices  on  customer  confirmations,  annual  account 
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Statements,  and  new  accounts.  The  Commission  also  sought  comment 
on  various  alternative  approaches  to  payment  for  order  flow,  such 
as  banning  the  practice  outright,  passing- through  the  payment  to 
customers,  and  adopting  a  decimal  pricing  system.  In  addition,  the 
Commission  sought  comments  concerning  the  extent  of  payment  for 
order  flow  in  goods  and  services,  and  whether  the  proposals  would 
lead  to  an  increase  in  this  type  of  payment  for  order  flow. 

Opponents  of  payment  for  order  flow  cite  several  factors  that 
make  cash  payment  for  order  flow  inconsistent  with  market 
principles.  They  believe  the  practice  compromises  the  broker's 
legal  obligation  to  obtain  best  execution  of  the  customer's  order, 
distorts  competition  among  markets,  and  violates  the  broker's 
fiduciary  obligations  under  common  law  agency  precepts.  Supporters 
of  payment  for  order  flow  argue  that  the  practice  provides  economic 
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benefits  that  flow  to  the  customers.  They  view  the  payments 
received  by  firms  that  route  order  flow  as  volume  discounts  that 
result  in  substantial  savings  to  these  firms.  Moreover,  supporters 
claim  that  payment  for  order  flow  enhances  competition  that  has 
resulted  in  reduced  execution  costs  in  all  markets.  The  comment 
period  on  the  proposed  rule  on  payment  for  order  flow  practices  has 
expired.  The  Division  staff  is  analyzing  the  54  comments  received. 

The  adoption  of  a  decimal  pricing  system  to  replace  the 
current  system  based  on  eighths  (12.5  cent  increments)  not  only  is 
a  part  of  the  payment  for  order  flow  debate,  but  also  has  been  the 
subject  of  a  fair  amount  of  debate  in  its  own  right.  Adoption  of 
a  decimal -based  system  would  permit  narrower  spreads  and  greater 
flexibility  in  the  pricing  of  securities.  This  narrowing  of  the 
spread  might  mitigate  some  of  the  economic  incentive  behind  payment 
for  order  flow  arrangements.  Some  commenters  favoring  decimal 
pricing  argue  that  market  makers'  willingness  to  pay  for  order  flow 
indicates  that  current  spreads  are  too  wide.  Opponents  to 
decimalization  argue  that  costs  of  conversion  to  a  decimal  system 
would  far  exceed  the  potential  benefits  to  investors.  Market  2000 
recommended  that  the  current  system  be  revised,  at  a  minimum,  by 
going  to  sixteenths  (6.25  cent  increments). 

The  current  pricing  system  dates  back  to  the  1700s  and, 
apparently,  Spanish  currency.  The  current  federal  securities  laws, 
however,  do  not  dictate  what  pricing  system  the  markets  should 
employ.  It  is  important  that  the  issues  associated  with  revising 
the  pricing  of  stock  be  fully  explored  by  all  those  involved  in  the 
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decision  making  process.  The  potential  costs  of  converting  to 
decimal  pricing  must  be  balanced  against  the  benefits  of  more 
precise  pricing.'*  In  addition,  it  is  important  to  consider  the 
effect  that  a  conversion  could  have  on  the  competitive  posture  of 
the  U.S.  equity  markets  relative  to  the  global  stock  markets. 
There  is  likely  to  be  a  lively  discussion  on  these  issues. 

A  separate  Commission  rulemaking  proposal  arising  from  Market 
2000  involves  automated  trading  systems  operated  by  broker- 
dealers.  Existing  technology  has  facilitated  the  development  of 
private  trading  systems  that  automate  the  execution  of  orders  based 
on  quotations  of  the  system  sponsor  or  its  affiliates.  Other 
systems  have  developed  that  automate  both  the  dissemination  or 
collection  of  quotations,  orders,  or  indications  of  interest  and 
complement  transaction  execution.  To  date,  the  Commission  largely 
has  regulated  these  systems  as  automated  broker-dealers. 

Some  traditional  markets  have  argued  that  proprietary  trading 
systems  compete  with  them  for  order  flow  and  therefore  should  be 
subject  to  comparable  regulation.  The  Division  concluded  that  its 
experience  with  these  systems  and  their  current  level  of  activity 
do  not  warrant  extensive  regulation  by  the  Commission.  The  Report 
indicated  that  the  regulatory  structure  contained  in  a  prior 
proposed  rule,  proposed  rule  15c2-10,  that  would  have  subjected 
proprietary  trading  systems  to  less  substantial  requirements  than 
those  applicable  to  the  SROs  but  more  substantial  than  those  for 
broker-dealers  was  not  appropriate  at  this  time.  Market  2000 
highlighted  the  need  to  obtain  the  information  necessary  for 
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evaluating  the  operation  of  these  automated  trading  systems  with 
regard  to  national  market  system  goals,  and  for  monitoring  the 
competitive  effects  of  these  systems,  among  other  objectives. 

As  a  result,  the  Commission  published  for  comment  last 
February  a  proposed  rule  that  would  require  broker-dealers 
sponsoring  these  systems  to  maintain  participant,  volume,  and 
transaction  records,  and  to  report  system  activity  periodically  to 
the  Commission. ^^  The  proposal  would  cover  both  proprietary 
trading  systems  operated  by  broker-dealers  and  some  automated 
trading  systems  operated  by  third  market  makers. 

The  comment  period  for  this  proposal  has  ended.  The 
Commission  has  received  six  comments  on  the  proposed  rule.  Five 
of  the  six  comment  letters  supported  the  concept  of  a  recordkeeping 
and  reporting  rule,  but  recommended  that  it  be  amended  to  address 
specific  concerns.  For  example,  commenters  argued  that  the 
recordkeeping  requirements  of  the  rule  may  be  overly  burdensome, 
and  expressed  concern  about  whether  the  reports  required  to  be 
filed  with  the  Commission  would  be  confidential.  The  sixth  comment 
letter,  from  the  NASD,  opposed  adoption  of  the  rule,  arguing  that 
the  Commission  should  reinstate  proposed  rule  15c2-10,  which  it 
withdrew  concurrently  with  the  proposal  of  rule  17a-23.  The  NASD 
argued  that,  with  respect  to  systems  that  merely  automate 
traditional  market  maker  functions  by  a  registered  broker  dealer, 
the  rule  is  overly  burdensome.  The  NASD  also  argued  that,  with 
respect  to  automated  trading  systems  that  act  as  markets,  the  rule 
should  address  the  competitive  concerns  of  the  SROs  by  imposing 
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requirements  more  similar  to  those  applicable  to  SROs .  The  Division 
currently  is  reviewing  the  comment  letters  and  is  considering  the 
commenters'  suggestions. 

Market  2000  also  reviewed  the  role  of  the  Commission  in 
guiding  the  continued  development  of  the  U.S.  equity  markets.  The 
Report  recommends  improvements  in  the  Commission's  oversight  of  the 
SROs.  In  particular,  Chairman  Levitt  directed  the  Division  to 
review  its  procedures  for  processing  proposed  rule  changes  by  SROs. 
The  goal  of  this  review  was  twofold.  First,  to  reduce  the  number 
of  filings  with  unresolved  issues  that  had  accumulated  over  the 
years,  and,  second,  to  establish  a  mechanism  to  accelerate  the 
Commission's  review  of  future  rule  filings  without  compromising 
investor  protection. 

As  a  result  of  Chairman  Levitt's  efforts,  old  rule  filings 
have  been  dramatically  reduced  and  new  procedures  have  been 
proposed.  Specifically,  the  Commission  has  published  for  comment 
amendments  to  Rule  l9b-4  and  Form  19b- 4,  the  rule  and  form  that 
set  forth  the  procedures  for  the  filing  by  the  SROs  of  proposed 
rule  changes  under  the  Securities  Exchange  Act  of  1934  ("Exchange 
Act")  .  The  amendments  would  expand  the  scope  of  proposed  rule 
changes  that  may  become  effective  upon  filing  pursuant  to  Section 
19(b)  (3)  (A)  of  the  Exchange  Act.  In  particular,  routine  procedural 
and  administrative  modifications  to  existing  order-entry  and 
trading  systems  and  noncontroversial  rule  proposals  would  become 
eligible  for  expedited  review.  The  proposed  amendments  are 
intended  to  expedite  and  streamline  the  process  through  which 
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proposed  rule  changes  are  filed  and  become  effective.  The 
Commission  also  proposed  to  amend  the  rules  and  forms  applicable 
to  the  annual  filing  of  amendments  to  registration  statements  of 
national  securities  exchanges,  securities  associations,  and  reports 
of  the  Municipal  Securities  Rulemaking  Board,  to  streamline  those 
requirements . 

One  recommendation  of  Market  2000  requires  legislative  action. 
The  Report  recommends  that  transaction  fees  apply  equally  to  listed 
and  Nasdaq  securities.  Section  31  of  the  Exchange  Act  imposes  a 
transaction  fee  on  all  national  securities  exchanges,  based  on  a 
fixed  percentage  of  the  aggregate  dollar  value  of  executed  trades. 
The  Report  recommends  that  Section  31  be  amended  to  extend 
transaction  fees  to  Nasdaq  securities.  The  House  of 
Representatives  passed  a  Commission  authorization  bill  (H.R.  2239) 
that  contained  a  provision  for  self -funding  which  included 
extending  Section  31  fees  to  Nasdaq  securities.  A  Commission 
authorization  bill  has  not  been  considered  by  the  Senate.  The 
President's  proposed  budget  for  fiscal  year  1995  provides  for 
Section  31  fees  on  Nasdaq  securities.  This  bill  currently  is  under 
consideration  in  the  appropriations  committees  of  both  the  House 
and  the  Senate. 

As  you  can  see,  the  Commission  has  actively  pursued  prompt 
implementation  of  the  Market  2000  recommendations  directly  related 
to  Commission  action.  All  of  the  remaining  recommendations  of  the 
Market  2000  Report  require  action  by  the  SROs.  I  would  like  to 
discuss  briefly  the  SROs'  efforts  and  comments  concerning  the 
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Report's  recommendations,  along  with  the  Commission's  work  with  the 
SROs  to  implement  the  remaining  ^4arket  2000  recommendations. 

Upon  release  of  the  Report,  Chairman  Levitt  sent  letters  to 
the  SROs  asking  for  their  response  to  the  Division's 
recommendations.  Subsequently,  your  Subcommittee  asked  the  SROs 
to  respond  to  Market  2000  recommendations.  The  SROs  responded 
favorably  on  the  Division's  overall  approach  and  agreed  that  the 
U.S.  markets  are  working  well.  The  SROs,  however,  raised  issues 
about  a  number  of  the  difficult  structural  proposals  and  suggested 
that  further  study  was  required  regarding  some  of  those  proposals. 

The  SROs  have  started  to  implement  a  number  of  the 
recommendations  in  Market  2000.  For  example,  the  NASD  has  made 
significant  progress  with  respect  to  recommendations  affecting  the 

OTC  market.   The  NASD  has  filed  with  the  Commission  proposed  rule 
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changes  concerning  the  protection  of  customer  limit  orders   and 

display  of  SelectNet  interest  to  non-NASD  members.^''  The 
Commission  believes  that  efforts  by  the  NASD  represent  a 
significant  step  in  implementing  recommendations  concerning 
transparency  and  limit  order  practices  in  the  OTC  market.  The  NASD 
also  pledged  to  work  with  the  Commission  on  the  remaining 
recommendations,  including  recommendations  concerning  surveillance 
and  order  handling  responsibilities  for  third  market  trading. 

In  addition,  the  SROs  agreed  with  several  of  the 
recommendations  in  Market  2000  that  require  specific  action  or 
rulemaking  by  the  SROs.  These  include  increased  transparency 
through  the  display  of  customer  limit  orders  and  the  display  of 
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after-hours   and   overseas   trades,   and   improvement   of   market 
executions  by  assessing  market  quality  on  a  periodic  basis  and  by 
markets  and  market  makers   in  listed  stocks   offering  price 
improvement . 

For  several  of  the  recommendations,  however,  the  SROs  believe 
that  additional  examination  is  necessary,  or  did  not  comment  at 
all.  These  recommendations  concern  eliminating  the  one-eighth 
pricing  system,  the  feasibility  of  an  order  exposure  rule,  off- 
board  trading  restrictions  for  after-hours  trading,  shareholder 
approval  of  delisting,  and  extending  the  ITS/CAES  link  to  all 
listed  stocks. 

Cooperation  with  the  SROs  is  essential  to  implementation  of 
the  Report's  recommendations;  the  Commission  intends  to  continue 
working  with  the  SROs  to  resolve  any  outstanding  issues.  In  this 
regard,  the  Commission  staff  has  discussed  with  the  SROs 
implementation  of  the  Market  2000  recommendations.  The  Commission 
believes  that  more  needs  to  be  done  by  the  SROs.  It  expects  that 
the  non- controversial  proposals  will  be  implemented  expeditiously 
and  hopes  that  other  recommendations  will  be  implemented  in  a 
timely  manner. 

Unlisted  Trading  Privileges 

In  the  release  initiating  the  Market  2000  Study,  the  Division 
noted  that  the  regulatory  process  associated  with  unlisted  trading 
privileges  ("UTP")  could  be  a  potential  area  for  reform.  Shortly 
thereafter,  members  of  your  Subcommittee  began  working  on  draft 
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legislation  that  would  amend  Section  12(f)  of  the  Exchange  Act 
regarding  UTP.  H.R.  4535,  the  Unlisted  Trading  Privileges  Act  of 
1994,  is  the  result  of  your  efforts  in  this  area,  working  with 
market  participants  and  others  to  streamline  the  regulation  of  UTP. 
The  Commission  supports  H.R.  4535,  and  believes  that  it  will  remove 
unnecessary  regulatory  delays  that  inhibit  market  competition. 

As  you  are  aware,  Section  12(f)  of  the  Act  specifies  the 
circumstances  under  which  a  national  securities  exchange  may  extend 
UTP  to  a  security.  Currently,  Section  12(f)  of  the  Act  requires 
an  exchange  to  apply  to  the  Commission  before  extending  UTP  to  any 
security.  Section  12(f)  also  requires  the  Commission  to  publish 
the  application  for  notice  and  provide  opportunity  for  hearing. 
If  the  Commission  determines  that  certain  criteria  have  been  met, 
the  Commission  then  issues  and  publishes  an  order  approving  the 
application.   H.R.  4535  would  remove  these  procedures.         -  . 

The  existing  exchange  application,  public  notice,  and 
Commission  approval  process  for  UTP  has  been  in  place  since 
1936.  Prior  to  the  enactment  of  the  Exchange  Act  and  Section  12 
thereof,  exchanges  were  free  to  trade  both  listed  securities  and 
securities  not  listed  on  any  exchange.  Thus,  exchanges  frequently 
extended  UTP  to  securities  pursuant  to  exchange  member  requests. 
Section  12  of  the  Act  altered  this  practice  by  prohibiting  an 
exchange  from  trading  a  security  that  was  not  listed  and  registered 
on  the  exchange,  subject  to  the  limited  exception  provided  in 
subsection  12(f) . 

Subsection  12(f),  as  enacted  in  1936,  allowed  an  exchange, 
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subject  to  Commission  approval,  to  extend  UTP  to  securities  that 
were  listed  and  registered  on  another  exchange,  or  to  securities 
that  were  traded  OTC  for  which  there  was  available  information 
substantially  equivalent  to  that  available  for  listed  securities. 
Prior  to  1936,  concern  had  been  raised  as  to  whether  the  markets, 
rather  than  the  issuer,  should  have  authority  to  determine  the 
location  in  which  a  security  may  be  bought  or  sold.  The 
restriction  on  UTP  in  OTC  securities  addressed  concerns  regarding 
possible  public  reliance  on  a  misperception  that  OTC  securities 
traded  on  an  exchange  were  subject  to  the  same  registration  and 
disclosure  requirements  placed  on  exchange- listed  securities. 

Certain  geographical  and  telecommunications  issues  also 
existed  during  the  early  years  of  the  Act,  which  led  to  concern 
that  sufficiently  widespread  public  distribution  of,  and  sufficient 
public  trading  in,  a  security  should  exist  in  the  vicinity  of  an 
exchange  extending  UTP  to  a  security.^'  Thus,  Section  12(f),  as 
enacted  in  1936,  established  the  10 -day  notice  and  opportunity  for 
hearing  provisions  for  any  party  with  a  bona  fide  interest, 
including  the  issuer  of  the  security,  regarding  a  UTP  application 
filed  with  the  Commission  so  that  the  Commission  could  address 
these  issues  and  concerns  on  a  case -by- case  basis  with  each 
exchange  application  for  the  extension  of  UTP. 

Congress  made  its  most  recent  revisions  to  Section  12(f)  in 
conjunction  with  the  1975  Amendments.  At  that  time.  Congress  chose 
to  maintain  the  exchange  application,  notice,  and  Commission 
approval  process  that  had  been  in  place  since  1936  regarding  an 
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exchange's  extension  of  UTP.  In  li<75,  Congress  also  added  criteria 
for  Commission  approval  of  UTP  applications,  such  as  consistency 
with  the  maintenance  of  fair  and  orderly  markets  and  the  protection 
of  investors.  Congress  also  listed  particular  areas  that  the 
Commission  must  consider  with  respect  to  any  application  for  the 
extension  of  UTP  to  OTC  securities.  Among  these  is  the  progress 
that  had  been  made  toward  a  national  market  system.  In  addition, 
the  Commission  is  required  to  make  a  finding  that  the  exchange 
making  the  application  does  not  have  any  rules  in  place  that  would 
unreasonably  restrict  competition  between  or  among  OTC  dealers  and 
specialists.      '  i     ■;,  ■  -,.  '  •• ' 

The  Commission  processes  hundreds  of  exchange  applications 
for  the  extension  of  UTP  each  year.  In  1993  alone,  the  Commission 
processed  over  1,600  exchange  requests  for  UTP.  Comments  regarding 
UTP  applications  are  extremely  rare.  Indeed,  virtually  no  comments 
have  been  submitted  to  the  Commission  on  a  UTP  application  in  over 
ten  years.  This  lack  of  comments  seems  to  indicate  that  the  rigid 
procedures  for  considering  individual  applications  to  extend  UTP 
are  no  longer  appropriate.  ..  „ 

As  discussed  above,  the  notice  and  opportunity  for  hearing 
requirement  has  not  been  substantively  changed  since  1936,  and 
requires  the  Commission  to  process  each  application,  ensure  that 
notice  of  the  application  has  been  published  in  the  Federal 
Register  for  a  minimum  of  10  business  days,  evaluate  the 
application,  and  issue  an  approval  order.  Thus,  regional  exchanges 
must  wait  until  a  security  has  been  trading  for  several  weeks 
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before  competing  with  the  exchange  that  lists  the  security.  This 
waiting  period,  while  originally  designed  to  provide  a  forum  for 
public  input  in  the  Commission's  determination,  now  has  the  effect 
of  providing  the  listing  exchange  with  sole  trading  rights  until 
competing  exchanges'  applications  are  published  and  processed.  The 
impact  of  the  delay  may  be  particularly  significant  because  the 
initial  bar  to  competition  among  the  markets  may  influence  order- 
entry  firms'  decisions  in  long-term  order- routing  determinations. 

H.R.  4535  would  eliminate  the  application  and  approval 
process,  thereby  removing  unnecessary  regulatory  delays  and 
enhancing  the  opportunity  for  competition  among  markets.  As  a 
general  matter,  H.R.  4535  would  authorize  immediate  UTP  in 
exchange  listed  securities  and  those  traded  on  Nasdaq.  Therefore, 
removal  of  the  regulatory  delays  that  result  from  the  notice  and 
opportunity  for  hearing  requirements  should  serve  to  further  the 
objectives  of  the  Act,  particularly  with  respect  to  free,  open,  and 
competitive  markets,  and  generally  should  serve  to  streamline  the 
regulatory  process  regarding  UTP. 

H.R.  4  535,  however,  provides  a  temporary  exception  to 
immediate  exchange  authority  to  extend  UTP  in  instances  where  a 
security  is  listed  on  another  exchange  and  is  the  subject  of  an 
initial  public  offering  ("IPO").  In  these  instances,  during  the 
180-day  period  following  the  enactment  of  this  bill,  an  exchange 
must  wait  until  the  third  trading  day  in  the  security  before 
extending  UTP  to  the  security.  H.R.  4535  requires  the  Commission 
to  undertake  rulemaking  within  180  days  of  the  enactment  of  the 
bill  to  determine  whether  any  delay  in  trading  an  IPO  pursuant  to 
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UTP  should  be  required. 

The  Commission  supports  this  approach  to  the  potentially 
complex  issues  surrounding  multiple  market  trading  of  IPOs. 
Several  months  ago,  Commission  staff  became  aware  of  some  market 
participants'  concerns  that  multiple  market  trading  of  a  security 
while  it  initially  is  being  offered  to  the  public  may  hinder 
efficient  pricing  and  distribution  of  the  security.  The 
Commission,  however,  has  not  received  concrete  evidence  or  any 
thorough  analysis  of  the  potential  harms  associated  with  UTP  in 
IPOs. 

Commission  staff,  led  by  Chairman  Levitt,  have  worked  to  forge 
an  appropriate  approach  to  this  area.  The  Commission  supports  the 
approach  taken  in  H.R.  4535.  It  attempts  to  balance  the  interests 
of  those  who  wish  to  level  the  competitive  playing  field  and 
streamline  the  UTP  process  against  those  who  have  expressed  concern 
with  the  effects  of  the  change  on  the  stability  of  the  markets  and 
the  capital  formation  process.  The  Commission  believes  that,  given 
the  market  uncertainty  that  is  associated  with  any  significant 
change  in  how  and  by  whom  IPOs  are  traded,  the  compromise  presented 
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in  H.R.  4  53  5  is  a  prudent  and  balanced  approach. 

During  the  180 -day  period  following  the  enactment  of  H.R. 
4535,  the  Commission  will  seek  public  comment  from  the  national 
market  centers  and  participants  regarding  this  topic.  In 
particular,  the  Commission  plans  to  seek  comments  concerning  th^e 
benefits  associated  with  streamlining  the  regulatory  process  and 
enhancing  competitive  opportunities  among  market  centers  with 
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respect  to  UTP  and  IPOs,  and  identification  of  the  negative  effects 
that  immediate  UTP  may  have  on  the  distribution  of  these 
securities.  Specifically,  we  will  look  to  the  markets  to  provide 
data  on  the  nature  and  effect  of  trading  activity  in  connection 
with  IPO  listings. 

For  60  years,  the  Commission  has  worked  with  the  Congress  and 
the  Senate  to  ensure  that  equity  market  regulation  protects 
investors,  aids  capital  raising,  and  keeps  pace  with  the  changing 
dynamics  of  the  secondary  markets.  The  Market  2000  Report  and  H.R. 
4535  are  new  steps  in  this  process.  The  recommendations  of  the 
Market  2000  Report  address  existing  obstacles  to  investor 
protection  and  fair  competition.  H.R.  4535  removes  unnecessary 
delays  that  inhibit  competition  among  markets.  The  Commission 
looks  forward  to  continuing  to  work  with  the  Subcommittee  in  the 
future  in  our  efforts  to  identify  and  implement  solutions  to 
problems  and  concerns  that  arise  as  the  U.S.  market  enters  into 
the  Tlst  Century. 

Thank  you. 
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1.  Division  of  Market  Regulation,  Securities  and  Exchange 
Commission,  Market  2000:  An  Examination  of  Current  Equity 
Market  Developments  (Jan.  1994)  (Hereinafter  Market  2000)  . 
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Telecommunications  and  Finance  of  the  House  Comm.  on  Energy 
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News  Release,  Edward  J.  Markey,  Chairman,  U.S.  House  of 
Representatives,   Subcommittee   on   Telecommunications   and 
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Mr.  Markey.  Thank  you,  Mr.  Becker,  very  much.  Our  second 
witness  is  Mr.  Nicholas  Giordano,  who  is  the  president  and  chief 
executive  officer  of  the  Philadelphia  Stock  Exchange.  He  is  testify- 
ing here  today  on  behalf  of  all  of  the  regional  exchanges  in  our 
country. 

We  welcome  you  back  again,  Mr.  Giordano.  Whenever  you  feel 
comfortable,  please  begin 

STATEMENT  OF  NICHOLAS  A.  GIORDANO 

Mr.  Giordano.  Good  afternoon.  I  am  Nicholas  Giordano,  presi- 
dent and  chief  executive  officer  of  the  Philadelphia  Stock  Exchange, 
and  on  behalf  of  the  Nation's  regional  exchanges,  I  thank  Chair- 
man Markey  and  the  subcommittee  for  the  opportunity  to  speak  on 
H.R.  4535,  the  Unlisted  Trading  Privileges  Act  of  1994. 

Today,  whether  a  security  is  listed  on  the  New  York  or  American 
Stock  Exchange,  over-the-counter  dealers  and  unregistered  ex- 
changes can  immediately  start  trading  that  security.  Only  regional 
exchanges  are  statutorily  barred  by  section  12(f)  of  the  Exchange 
Act  from  competing  until  an  unlisted  trading  privileges  application 
is  filed  with  the  SEC,  noticed  for  public  comment,  and  approved  by 
the  SEC— a  process  that  generally  encompasses  45  to  60  days. 
Hence,  during  the  first  critical  month  or  more  of  trading,  the  na- 
tional market  facilities  fall  silent  for  newly  listed  securities. 

The  consolidated  tape  and  quote  systems  will  not  provide  the 
competitive  discipline  of  regional  exchange  quotations  and  sales. 
Nor  will  brokers  haVe  the  opportunity  to  send  customers'  orders  to 
regional  exchanges  for  superior  executions  over  the  intermarket 
trading  system. 

Section  12(f)'s  competitive  restraint  has  existed  since  1936,  and 
has  been  administratively  burdensome  for  both  the  exchanges  and 
the  SEC. 

Since  listing  on  the  first  exchange  means  full  registration,  the 
SEC  early  on  established  a  policy  of  routinely  approving  regional 
exchange  UTP  applications  for  New  York  Stock  Exchange  and 
AMEX  listings.  Indeed,  since  1939,  no  such  application  has  ever 
been  disapproved.  This  SEC  policy  is  certainly  consistent  with  Con- 
gress' longstanding  philosophy  of  competing  marketplaces  trading 
securities  in  a  national  market  system. 

Accordingly,  the  administrative  provisions  of  section  12(f)  have 
been  an  anachronism  for  some  time,  particularly  today  when  the 
preponderance  of  securities  traded  by  regional  exchanges  are  listed 
on  the  New  York  or  American  Stock  Exchanges. 

Thanks  to  everyone  in  this  room  and  the  organizations  they  rep- 
resent, a  workable,  balanced  approach  that  will  significantly  im- 
prove the  UTP  application  and  approval  process  is  before  us  in 
H.R.  4535. 

In  fact,  it  was  before  this  subcommittee  in  April  1993  that  the 
chief  executive  officers  of  all  the  marketplaces  represented  here 
today  pledged  their  support  and  certainly  found  no  objection  to 
streamlining  the  UTP  process  for  listed  issues.  Much  has  tran- 
spired since  April  of  last  year. 

Congressman  Wyden  sponsored  a  predecessor  bill  that  crys- 
tallized some  of  the  key  provisions  contained  in  the  current  bill. 
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SEC  Chairman  Levitt  has  supported  the  initiative  and  had  the 
SEC  assist  in  forging  the  final  compromise  language  that  is  re- 
flected in  H.R.  4535. 

The  legislation,  which  the  regional  exchanges  strongly  support, 
would  generally  allow  regional  exchanges  to  begin  trading  securi- 
ties immediately  pursuant  to  UTP  upon  their  priman^  exchange 
listing.  Listings  related  to  an  initial  public  offering,  IPO,  however, 
would  be  subject  to  SEC  rulemaking. 

The  SEC  would  be  required  to  complete  rulemaking  expeditiously 
after  the  enactment  of  the  legislation  to  determine  when  UTP  trad- 
ing can  begin  for  IPO's.  Pending  completion  of  such  rulemaking, 
IPO's  could  be  traded  on  a  UTP  basis  following  the  second  day  of 
their  listing. 

Under  the  legislation,  the  SEC  would  be  authorized  to  abrogate 
the  extension  of  UTP  if  it  appears  that  abrogation  is  necessary  or 
appropriate  in  the  public  interest,  for  the  protection  of  investors  or 
otherwise  in  furtherance  of  the  purposes  of  the  Exchange  Act. 

We  look  forward  to  working  with  the  SEC  on  the  enactment  of 
UTP  regulations  respecting  IPO's.  Our  preliminary  studies  disclose 
that  a  significant  amount  of  trading  volume  occurs  particularly  on 
the  first  day  of  an  IPO  listing.  Accordingly,  the  SEC  will  be  respon- 
sible for  analyzing  the  relative  possible  benefits  associated  with 
confining  early  trading  in  IPO's  to  one  marketplace,  as  compared 
to  the  benefits  associated  with  the  removal  of  regulatory  delays 
that  inhibit  competition  among  marketplaces. 

In  closing,  I  wish  to  remind  you  of  the  ideal  expressed  by  the 
Congress  almost  60  years  ago,  a  goal  which  your  instrumental  sup- 
port of  H.R.  4535  is  about  to  advance. 

"Creation  of  a  fair  field  of  competition  among  exchanges  and  to 
allow  each  type  of  market  to  develop  in  accordance  with  its  natural 
genius  and  consistently  with  the  public  interest." 

We  applaud  the  current  bill  as  a  significant  piece  of  consumer 
legislation,  one  that  will  assure  fair  competition,  increased  liquid- 
ity, and  best  execution  of  public  customer  orders. 

With  respect  to  your  interest  on  matters  relating  to  the  SEC's 
Market  2000  study,  I  have  made  available  copies  of  the  joint  re- 
gional exchange  response  to  inquiries  made  by  both  Congressmen 
Markey  and  Fields  earlier  this  year.  Thanks  again.  Chairman  Mar- 
key,  for  your  interest  and  for  your  support  in  this  very  important 
legislation. 

Mr.  Markey.  Thank  you,  Mr.  Giordano,  very  much. 

Our  next  witness  is  Mr.  Edward  Kwalwasser,  who  is  the  execu- 
tive vice  president  for  Regulation  of  the  New  York  Stock  Exchange. 
We  welcome  you,  sir.  Whenever  you  are  ready,  please  begin. 

STATEMENT  OF  EDWARD  A.  KWALWASSER 

Mr.  Kwalwasser.  Good  afternoon,  Mr.  Chairman  and  members 
of  the  subcommittee.  I  am  Edward  Kwalwasser,  executive  vice 
president  of  the  New  York  Stock  Exchange  and  head  of  the  Ex- 
change's regulatory  group.  I  thank  you  for  the  opportunity  to  tes- 
tify today  on  the  Unlisted  Trading  Privileges  and  the  SEC  staff's 
Market  2000  report. 

With  respect  to  the  H.R.  4535  and  unlisted  trading  privileges, 
the  Exchange  supports  the  bill  that  would  permit  the  regional  ex- 
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changes  to  trade  a  stock  shortly  following  an  initial  public  offering. 
As  to  the  length  of  such  a  period,  the  fact  is  to  consider  and  include 
effective  pricing  of  an  IPO,  facilitation  of  the  distribution  process, 
and  in  general,  enhancing  the  capital  formation  process.  With  re- 
spect to  Market  2000,  we  agree  with  the  SEC  staff  that  our  mar- 
kets are  functioning  well. 

We  view  the  study  as  recommending  incremental  changes  in- 
tended to  improve  the  markets  rather  than  changes  that  are  need- 
ed to  address  serious  problems.  As  to  the  specifics  of  the  study,  the 
SEC  staff  recommended  that  unless  a  customer  requested  other- 
wise, an  exchange  should  display  a  customer's  limit  order  that 
betters  the  existing  quotation.  We  agree  with  this  recommendation, 
and  last  year  we  reminded  our  members  that  all  SuperDOT  limit 
orders  that  bettered  the  quotation  must  be  displayed.  However,  for 
orders  entrusted  to  a  broker,  if  a  customer  does  not  wish  to  have 
a  limit  order  displayed,  the  broker  should  be  permitted  to  carry  out 
the  customer's  wishes. 

The  staff  also  recommended  developing  a  system  to  report  trades 
in  U.S.  securities  that  occur  after  regular  trading  hours.  We  also 
agree  with  this  recommendation  and  are  prepared  to  help  develop 
such  a  system.  This  will  require  the  finding  of  what  constitutes  a 
U.S.  trade  and  a  U.S.  security  to  avoid  double  counting  of  trans- 
actions that  are  reported  overseas,  and  deciding  on  the  trans- 
parency of  these  transaction  reports. 

Third,  the  staff  recommended  converting  to  trading  increments  of 
one-sixteenth.  Because  this  could  have  a  major  impact  on  the  secu- 
rities industry  and  the  capital  praising  process,  we  believe  it  is  im- 
portant to  try  to  develop  an  informed  consensus  on  the  issue.  As 
an  initial  step  in  this  effort,  we  are  preparing  an  analysis  of  the 
potential  changes  in  trading  increments  on  liquidity  and  capital 
formation.  Once  this  is  finalized,  we  will  have  a  more  informed 
basis  to  continue  our  consideration  of  this  issue. 

Fourth,  the  SEC  staff  recommendation  was  for  the  Exchange  to 
amend  Exchange  Rule  390  so  that  it  does  not  apply  after  Exchange 
trading  hours.  The  SEC  staff  believes  that  the  rule  forces  members 
that  trade  after  hours  to  trade  outside  the  United  States.  However, 
our  data  indicates  that  most  of  such  trades  either  represent  mem- 
ber firms  accessing  the  liquidity  of  home  markets  of  non-U. S. 
stocks  or  of  cost-sensitive  trades.  It  seems  that  Rule  390  does  not 
play  a  significant  role  in  a  member  firm's  decision  to  trade  offshore. 

The  SEC  staff  also  recommended  that  the  exchange  amend  its 
rule  500  governing  the  voluntary  delisting  of  securities  by  an  is- 
suer. The  staff  believes  that  the  exchange  should  replace  the  exist- 
ing shareholder  voting  requirement  with  a  requirement  for  action 
by  an  issuer's  board  of  directors.  However,  we  are  not  aware  of  any 
listed  company  wishing  to  delist  from  the  Exchange  and  being  con- 
strained by  this  rule. 

We  also  note  the  SEC  staff  did  not  cite  any  such  complaints. 
However,  we  will  continue  to  consider  this  issue  to  determine  if  it 
would  be  in  the  best  interest  of  investors  if  we  were  to  amend  our 
rule. 

We  also  note  that  three  Market  2000  recommendations  are  cur- 
rently the  subject  of  SEC  rulemaking  proceedings;  payment  for 
order  flow,  broker-dealer  trading  systems  and  SEC  rule  19(B)4.  We 
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have  submitted  a  comment  letter  to  the  SEC  on  payment  for  order 
flow  that  echoes  the  testimony  we  provided  to  this  committee  last 
year.  We  continue  our  call  for  a  complete  ban  of  the  practice. 

Dealers  paying  brokers  for  order  flow  puts  tne  interest  of 
intermediaries  ahead  of  the  interest  of  investors,  and  disclosure 
will  not  adequately  address  this  concern.  With  respect  to  broker- 
dealer  trading  systems,  we  support  the  SEC's  proposal  to  regulate 
all  trading  systems  operated  by  broker-dealers.  However,  we  be- 
lieve that  the  proposed  limited  SEC  review  of  these  systems  is  not 
consistent  with  functional  regulation.  Under  that  concept,  broker- 
dealer  trading  systems  and  self-regulatory  organization  trading 
systems  provide  similar  services.  They  should  be  subject  to  similar 
review. 

Finally,  we  applaud  the  SEC  for  its  recent  proposal  to  amend 
rule  19(b)4  to  streamline  the  process  by  which  the  SEC  reviews 
self-regulatory  organization  rule  changes.  We  are  currently  review- 
ing the  details  of  the  proposal  and  will  provide  the  SEC  with  our 
specific  comments  in  the  near  future. 

Mr.  Chairman  and  members  of  the  committee,  thank  you  for  the 
opportunity  to  express  my  views  on  these  most  important  issues, 
and  I  would  be  happy  to  respond  to  your  questions. 

[The  prepared  statement  of  Mr.  Kwalwasser  follows:] 
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EDWARD  A.  KWALWASSER 
EXECUTIVE  VICE  PRESIDENT,  REGULATION 

Good  afternoon,  Mr.  Chairman  and  members  of  the  Committee.   I  am 
Edward  A.  Kwalwasser,  Executive  Vice  President  at  the  New  York 
Stock  Exchange  and  head  of  the  Exchange's  Regulatory  Group.   I 
thank  you  for  the  opportunity  to  testify  today  on  the  "Unlisted 
Trading  Privileges  Act  of  1994"  and  the  recommendations  of  the 
SEC  staff's  Market  2000  report. 

This  hearing  is  the  latest  in  a  series  of  hearings  this  Committee 
has  conducted  on  the  nation's  securities  markets.   It  is 
particularly  timely  in  view  of  the  continuing  globalization  of 
securities  trading  and  the  changes  that  continue  to  occur  in  our 
own  markets  since  the  1975  Amendments  to  the  Exchange  Act.   For 
example,  we  continue  to  see  a  blurring  of  the  distinctions 
between  agency-auction  and  dealer  markets,  with  dealer  markets 
considering  the  adoption  of  traditional  agency -auction  trading 
principles.   Similarly,  some  agency- auction  markets  are  beginning 
to  take  on  some  of  the  attributes  of  traditional  dealer  markets 
with  the  adoption  of  such  practices  as  allowing  their  member 
firms  to  preference  their  customer  order  flow  to  their  exchange- 
based  dealer  operations.   These  are  areas  that  will  continue  to 
require  close  scrutiny. 

With  respect  to  the  Unlisted  Trading  Privileges  Act,  the  Exchange 
supports  the  proposed  legislation.   We  believe  that  the  bill  is  a 
reasonable  compromise  that  will  permit  the  regional  exchanges  to 
trade  a  stock  shortly  following  an  initial  public  offering.   At 
the  same  time,  it  charges  the  SEC  with  the  responsibility  for 
establishing  a  time  period  during  which  such  a  stock  will  only 
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trade  on  the  exchange  on  which  the  stock  is  listed.   Pending  SEC 
rulemaking  under  the  Act,  this  time  period  will  be  two  days. 

Other  witnesses  today  will  be  better  able  to  discuss  the  origins 
and  purposes  of  the  current  UTP  approval  process  and  the  effects 
of  that  process  on  market  competition.   As  to  the  appropriate 
time  period  during  which  a  stock  sold  in  an  IPO  will  trade  only 
on  the  exchange  on  which  it  is  listed,  we  believe  that  such  a 
stock  should  trade  in  a  central  location  for  a  short  period  to 
help  ensure  market  efficiency  immediately  following  the  IPO.   To 
allow  otherwise  could  increase  the  cost  of  raising  capital  for 
our  nation's  issuers. 

It  currently  is  impossible  for  us  to  judge  how  long  that  period 
should  be.   Rather,  we  agree  with  the  approach  of  the  proposed 
legislation,  which  will  permit  the  SEC  to  review  this  area 
thoroughly  and  propose  an  appropriate  period  through  a  rule- 
making proceeding  that  will  provide  full  opportunity  for  public 
comment.   The  factors  the  SEC  should  consider  in  developing  a 
proposal  in  this  area  include:   market  efficiency;  effective 
pricing  of  an  IPO;  facilitation  of  the  distribution  process;  and, 
in  general,  enhancing  the  capital  formation  process. 

With  respect  to  Market  2000,  we  agree  with  the  SEC  staff's 
conclusion  that  our  markets  are  functioning  well,  and  we  view  the 
study's  recommendations  as  suggestions  for  incremental  changes 
intended  to  improve  the  markets,  rather  than  changes  that  are 
needed  to  address  serious  problems.   With  respect  to  the  staff's 
specific  recommendations,  I  would  like  to  focus  first ^on  those 
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aspects  of  the  study  that  would  impact  the  market  for  listed 
equity  securities,  the  market  that  is  most  relevant  to  the 
Exchange . 

The  SEC  staff  first  recommended  that,  unless  a  customer  requests 
otherwise,  an  exchange  display  a  customer  limit  order  that 
betters  the  existing  quotation  on  the  Exchange.   The  NYSE  agrees 
with  this  recommendation,  and  in  March  1993  we  reminded  our 
members  that  all  SuperDOT  limit  orders  that  better  the  quotation 
must  be  displayed.   A  copy  of  that  membership  notice  is  attached. 
However,  for  orders  that  are  entrusted  to  a  member  acting  as  a 
broker,  we  believe  that,  if  a  customer  does  not  wish  to  have  a 
limit  order  displayed,  the  broker  should  be  permitted  to  carry 
out  the  customer's  wishes  in  fulfillment  of  the  broker's 
fiduciary  responsibilities. 

Second,  the  staff  recommended  the  development  of  a  system  to 
report  trades  in  U.S.  securities  that  occur  after  regular  trading 
hours.   We  also  agree  with  this  recommendation  and  are  prepared 
to  work  with  the  SEC  and  the  industry  to  develop  such  a  system. 
This  will  require  defining  what  constitutes  a  "U.S.  trade"  and  a 
"U.S.  security"  to  avoid  double  counting  of  transactions  that  are 
reported  to  overseas  exchanges.   Indeed,  over  160  of  our  listed 
equity  securities  are  issued  by  non-U. S.  companies,  almost  all  of 
which  also  trade  in  the  issuers'  home  market.   We  will  also  need 
to  reach  a  consensus  on  the  timing  of  these  transaction  reports. 

Third,  a  significant  Market  2000  recommendation  is  the  proposal 
for  the  markets  to  convert  to  trading  increments  of  ohe- 
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sixteenths.   Because  such  a  move  will  have  a  major  impact  on  the 

securities  industry,  we  believe  it  is  important  to  try  to  develop 
an  industry  consensus  on  the  issue.   Moreover,  to  date,  there  has 

not  been  any  economic  analysis  on  the  possible  effects  of  this 

recommendation  either  on  the  nation's  securities  markets,  or, 
more  importantly,  on  the  capital  formation  process. 

In  order  to  address  this  area  in  an  informed  manner,  we  currently 
are  preparing  an  analysis  of  a  potential  change  in  trading 
increments,  whether  to  sixteenths  or  to  decimals.   Our  analysis 
will  cover  the  effects  of  such  a  change  on  both  market  liquidity 
and  cost  of  capital  to  issuers.   Once  we  finalize  this  analysis 
we  will  have  a  more  informed  basis  to  continue  our  discussion  of 
this  issue  with  our  various  constituencies  and  with  the  SEC. 

A  fourth  SEC  staff  recommendation  dealing  with  the  listed  equity 
market  was  for  the  Exchange  to  amend  Exchange  Rule  390  so  that  it 
does  not  apply  after  Exchange  trading  hours  unless  we  make  some 
provision  for  an  additional  after-hours  trading  facility.   In 
responding  to  this  recommendation,  we  first  note  that  Rule  390, 
which  is  intended  to  promote  competition  among  orders  in  an 
exchange  market,  is  limited  in  scope.   It  permits  a  member  firm 
representing  a  customer's  order  as  agent  to  execute  that  order  in 
any  market,  anywhere  in  the  world,  at  any  time,  to  obtain  best 
execution.   The  rule  only  restricts,  in  stocks  listed  on  the 
Exchange  before  April  27,  1979,  (a)  the  in-house  crossing  of 
customer  orders,  or  (b)  the  ability  of  a  member  firm  to  act  as 
dealer  outside  an  exchange  market  in  the  United  States,  or 
outside  an  exchange  market  overseas  while  the  Exchange  is  open. 
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The  basis  of  the  SEC  staff  recommendation  regarding  Rule  390  was 
its  view  that  the  rule  forces  members  that  seek  to  trade  after- 
hours  to  trade  either  outside  the  United  States  or  in  the 
Exchange's  crossing  sessions,  which  it  viewed  as  "limited  in  time 
and  scope."   However,  under  Exchange  Rule  410B,  we  collect  data 
on  our  member  firms'  trading  outside  of  the  U.S.  reporting 
system.   That  data  indicate  that  most  after-hours  off-shore 
trades  either  represent  member  firms  accessing  the  liquidity  of 
the  home  market  of  a  non-U. S.  stock  listed  on  the  Exchange  or  are 
"cost-sensitive"  trades.   Rule  390  does  not  appear  to  play  a 
significant  role  in  a  member  firm's  decision  to  trade  outside 
this  country. 

With  respect  to  non-U. S.  stocks,  our  research  indicates  that  many 
member  firms,  including  Exchange  specialists,  trade  such 
securities  in  the  home  market  after  the  Exchange  is  closed. 
These  trades  include  the  "lay  off"  of  positions  acquired  in  the 
United  States. 

Examples  of  cost -sensitive  trades  include  dividend  rolls  and 
program  trades  off-shore.   Dividend  rolls  are  interest  rate- 
sensitive  trades  in  which  a  person  attempts  to  capture  dividend 
income;  program  trades  are  the  purchase  or  sale  of  a  "basket"  of 
securities,  often  executed  as  "index  arbitrage,"  that  is,  in 
conjunction  with  off -setting  transactions  in  options  or  futures 
and  where  there  are  slight  inefficiencies  in  the  pricing  of  the 
stocks  and  derivatives.   In  both  instances,  the  imposition  of  a 
fee  of  one  three -hundredths  of  one  percent  of  the  dollar  value  of 
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the  trade  under  Section  31  of  the  Exchange  Act  could  well  be  a 
determining  factor  in  where  the  trade  is  executed. 

As  an  example  of  the  apparent  effect  of  the  "Section  31  fees," 
daily  program  trading  in  our  Crossing  Session  II  averaged  3.8 
million  shares  in  1993,  during  which  time  the  Exchange  absorbed 
the  Section  31  fees.   The  Exchange  began  passing  this  fee  through 
to  members  at  the  beginning  of  this  year,  and  volume  has  declined 
to  an  average  1.7  million  shares  daily  in  1994,  and  only  368,000 
shares  a  day  in  May.   Moreover,  the  overseas  after-hours  trading 
volume  appears  to  be  evenly  split  between  stocks  subject  to  Rule 
390  and  stocks  exempted  from  that  rule  by  SEC  Rule  19c- 3,  further 
indicating  that  Rule  390  does  not  play  a  determinative  role  in 
after-hours  order-routing  decisions. 

Despite  the  absence  of  any  apparent  effect  of  Rule  390  in  this 
area,  we  are  committed  to  continue  working  with  our  member  firms, 
our  other  constituents,  and  the  SEC  to  determine  whether  to  take 
any  action  in  this  area.   In  our  review  we  will  consider  the 
development  of  additional  after-hours  trading  facilities. 

The  final  recommendation  of  the  Market  2000  study  regarding 
listed  securities  concerned  Exchange  Rule  500,  which  governs  the 
voluntary  delisting  of  a  security  by  the  issuer.   The  SEC  staff 
recommended  that  the  Exchange  replace  the  existing  shareholder 
voting  requirement  with  a  requirement  for  action  by  an  issuer's 
board  of  directors.   However,  we  are  not  aware  of  any  listed 
companies  that  wish  to  move  their  primary  market  to  another 
market  place,  but  feel  constrained  by  our  rule.   We  also  note 
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that  the  SEC  staff  did  not  cite  any  such  complaints  from  listed 
companies  in  making  this  recommendation. 

Nevertheless,  we  will  discuss  the  issue  of  Rule  500  with  our 
Listed  Company  Advisory  Committee  and  other  advisory  committees 
and  affected  constituencies.   Such  a  discussion  will  help  us 
determine  if  it  would  benefit  investors  if  decisions  to  delist 
voluntarily  from  the  Exchange  were  made  by  mechanisms  other  than 
affected  shareholders. 

In  addition  to  the  five  recommendations  that  directly  affect  the 
market  for  listed  securities,  three  Market  2000  recommendations 
currently  are  the  subject  of  SEC  rulemaking  proceedings: 
"payment  for  order  flow";  regulation  of  "broker-dealer  trading 
systems";  and  proposed  amendments  to  Rule  19b-4,  which  governs 
the  SEC's  review  and  approval  of  self -regulatory  organization 
rule  changes. 

We  have  submitted  a  comment  letter  to  the  SEC  on  its  payment  for 
order  flow  proposal  that  echoes  the  testimony  we  provided  to  this 
Committee  last  year.   We  continue  our  call  for  a  complete  ban  of 
the  practice.   Dealers  paying  brokers  for  order  flow  puts  the 
interests  of  intermediaries  ahead  of  the  interests  of  investors, 
and  we  do  not  believe  that  the  SEC's  disclosure  proposal 
adequately  addresses  these  concerns. 

With  respect  to  broker-dealer  trading  systems,  we  support  the 
SEC's  proposal  to  extend  the  reach  of  its  rule  to  all  trading 
systems  operated  by  broker-dealers.   This  is  an  expansion  of  the 
SEC's  previous  proposal  to  regulate  only  "proprietary  trading 
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systems,"  which  the  SEC  defined  in  a  manner  that  excluded  trading 
systems  operated  by  a  single  broker-dealer. 

While  we  agree  with  the  scope  of  the  proposed  regulation,  we  are 
troubled  by  the  limited  nature  of  the  SEC's  proposed  review  of 
trading  systems.   These  systems  would  be  subject  to  certain 
additional  recordkeeping  and  notice  requirements;  however,  they 
would  not  be  subject  to  any  prior-approval  process  and  would  not 
be  required  to  submit  material  changes  to  their  systems  to  the 
SEC  for  review.   Since  self  -  regulatory  order  routing  and  trading 
systems  are  subject  to  a  much  more  stringent  system  of 
regulation,  we  believe  that  this  limited  form  of  SEC  review  is 
not  consistent  with  the  concept  of  functional  regulation.   As  we 
have  previously  stated  before  this  Committee,  we  believe  that 
entities  performing  like  services  should  have  those  functions 
regulated  in  a  similar  manner. 

Finally,  we  applaud  the  SEC  for  its  recent  proposal  to  amend  Rule 
19b-4  to  streamline  the  process  by  which  the  SEC  reviews  self- 
regulatory  organization  rule  changes.   We  are  currently  reviewing 
the  details  of  the  proposal  and  we  will  provide  the  SEC  with  our 
specific  comments  in  the  near  future. 

Mr.  Chairman  and  members  of  the  committee,  thank  you  for  the 
opportunity  to  express  my  views  on  these  most  important  issues. 
I  would  be  happy  to  respond  to  your  questions. 
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•/.,.*.: i;u:«.!wc  March  30,  1993  ■   . 

TO:        Mombers  and  Member  Organizations 

SUBJECT:   Exposure  of  SuperDot  Limit  Orders  at  Their  Limit  Prices 

Exchange  Rule  79A.10  requires  that  all  members  represent  limit 
orders  at  their  limit  prices  when  requested  by  their  customers  to  do 
so.   The  Exchange  considers  that  all  limit  orders  received  by 
specialists  through  the  SuperDot  system  implicitly  contain  this 
instruction.   Therefore,  specialists  must  reflect  SuperDot  limit 
orders  in  the  Exchange's  published  quotation  at  their  limit  prices 
as  soon  as  practicable  following  receipt  of  the  orders. 

In  relatively  unusual  and  infrequent  circumstances,  the  specialist 
may  determine  not  to  quote  a  limit  order  at  its  limit  price  if 
market  conditions  suggest  the  likelihood  of  imminent  price 
improvement.   Such  circumstances  may  prevail  where  a  block 
transaction  may  be  about  to  be  effected,  or  there  is  an  imbalance  of 
sufficient  size,  which  suggest  that  the  specialist  may  be  able  to 
obtain  an  improved  price  for  the  limit  order.   Assume  the  market  in 
XYZ  is  quoted  30  to  30  1/4,  with  1,000  shares  bid  for  and  80,000 
shares  offered,  and  the  specialist  receives  an  order  to  buy  200 
shares  of  XYZ  at  30  1/8.   The  imbalance  on  the  offer  side  of  the 
market  may  suggest  to  the  specialist  that  it  is  likely  that  the 
order  with  the  30  1/8  limit  could  receive  an  execution  at  an 
improved  price  of  30.   However,  even  in  such  a  situation,  if  the 
order  is  not  executed  within  two  minutes,  the  specialist  must 
reflect  the  order  at  its  limit  price  (i.e.,  in  this  example  at  30 
1/8)  in  the  Exchange's  published  quotation. 

The  mere  existence  of  different  size  between  the  existing  bid  and 
offer,  or  a  substantial  sized  bid  or  offer  on  the  same  side  of  the 
market  as  the  limit  order  (compared  to  the  size  of  the  limit  order 
received) ,  would  not  justify  failure  to  represent  the  limit  order  at 
the  limit  price  immediately.   For  example,  under  most  circumstances, 
if  the  market  is  25  1/2  bid  for  50,000  shares,  with  50,000  shares 
offered  at  25  3/4,  and  an  order  is  received  through  SuperDOT  to  buy 
200  shares  at  25  5/8,  the  quotation  should  be  changed  upon  receipt 
of  the  order  to  reflect  the  25  5/8  bid. 

A  specialist  may  represent  a  hand-delivered  limit  order  at  a  price 
better  than  the  limit  if  the  Floor  broker  entering  the  limit  order 
requests  such  representation;  however,  that  would  not  apply  to 

SuperDOT  orders,  m    which  case  price  imprcvcnitnt  would  have  to  bo 
demonstrably  anticipated,  and,  even  in  such  instances,  the  order 
should  be  represented  at  a  better  price  than  its  limit  for  no  more 
than  two  minutes. 

Questions  on  this  matter  may  be  directed  to  Dan  Saporito  (212) 
656-5097  or  Arnold  Kotler  (212)  656-6543. 
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Mr.  Wyden  [presiding].  Thank  you  very  much.  We  will  have 
some  questions  from  the  panel,  I  know,  in  a  moment.  Mr.  Ketchum, 
welcome. 

STATEMENT  OF  RICHARD  KETCHUM 

Mr.  Ketchum.  Thank  you  very  much,  Mr.  Chairman,  and  mem- 
bers of  the  subcommittee.  I  appreciate  the  opportunity  to  appear 
before  you  today  to  give  the  NASD's  views  on  H.R.  4535,  the  Un- 
listed Trading  Privileges  Act  of  1994,  and  the  recommendations  of 
the  SEC's  Market  2000  study. 

H.R.  4535  will  amend  section  12(0  of  the  Securities  and  Ex- 
change Act  of  1934  to  temporarily  modify  the  current  waiting  pe- 
riod and  allow  exchanges  to  begin  trading  securities  under  unlisted 
trading  privileges  or  UTP  on  the  third  day  after  a  security  becomes 
listed  on  another  national  securities  exchange. 

This  compromise  bill  would  require  the  SEC  to  complete  rule- 
making within  6  months  of  the  bill's  enactment  to  determine  if  any 
delay  in  trading  of  an  IPO  under  unlisted  trading  privileges  should 
be  required.  At  this  subcommittee's  April  14th  hearing  on  the  na- 
tional market  system,  NASD  president,  Joseph  Hardiman,  articu- 
lated the  NASD's  support  for  that  reform.  We  continue  that  sup- 
port today. 

The  NASD  strongly  believes  that  the  best  markets  for  investors 
result  in  a  vigorous  and  fair  competition.  We  support  a  presump- 
tion of  free  and  open  competition  among  all  markets  unless  a 
strong  reason  can  be  found  to  rebut  that  presumption.  We  believe 
that  this  bill  promotes  competition  in  the  marketplace  by  allowing 
the  regional  stock  exchanges  to  compete  for  order  flow  with  the 
listing  exchange  and  the  third  market,  and  that  there  are  no  policy 
concerns  sufficient  to  rebut  the  presumption  of  open  competition, 
and  that  the  bill  should  be  passed.  Indeed,  we  hope  that  the  Com- 
mission would  use  its  authority  provided  by  this  legislation  to 
eliminate  the  remaining  waiting  period. 

With  regard  to  the  SEC  staffs  Market  2000  study,  my  written 
testimony  discusses  the  NASD's  views  on  the  study's  principal  rec- 
ommendations and  the  specific  steps  that  the  NASD  has  taken  to 
implement  those  recommendations.  I  think  it  is  important  to  note 
in  the  study  that  the  division  concluded  that  today's  equity  mar- 
kets are  operating  efficiently  within  the  existing  regulatory  frame- 
work. Indeed,  the  division  found  that  first  that  markets  are  han- 
dling record  amounts  of  trading  activities  smoothly  and  efficiently, 
that  markets  are  continuing  to  perform  their  primary  function  of 
raising  capital  for  public  corporations  efficiently,  investors  have  a 
wide  range  of  alternative  trading  mechanisms  from  which  to  select, 
that  although  the  trading  activities  and  equity  securities  have  be- 
come dispersed  among  various  markets  and  participants,  the  qual- 
ity of  the  equity  markets  have  not  been  impaired  and,  finally,  the 
self-regulatory  responsibility  should  remain  and  not  be  separated 
from  the  trading  markets. 

We  agree  with  each  of  these  findings.  The  division  also  found 
that  competition  and  innovation  should  be  encouraged,  noting  that 
many  of  the  initiatives  in  the  markets  during  the  past  20  years 
that  have  benefited  investors  have  been  products  of  competition  be- 
tween and  among  markets  and  among  market  participants.  I  will 
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briefly  summarize  the  NASD's  views  and  actions  on  what  we  be- 
lieve are  the  most  significant  items  in  the  study,  in  particular  those 
recommendations  that  continue  the  1975  amendment's  emphasis 
on  competition. 

The  most  important  pro  competitive  recommendation  made  by 
the  Commission  called  for  the  modification  of  New  York  Stock  Ex- 
change's Rule  500,  which  imposes  a  super  majority  vote  require- 
ment for  an  issuer's  delisting.  In  the  time  prior  to  the  establish- 
ment of  the  NASDAQ  stock  market,  when  there  was  no  periodic 
issue  reporting,  no  last  sale  reporting,  no  market  surveillance,  and 
indeed  no  other  organized  market  for  securities  not  listed  on  an  ex- 
change. Rule  500  may  well  have  served  a  valid  regulatory  purpose. 

Today,  when  the  issuer  disclosure,  market  transparency,  and 
market  surveillance  provisions  are  equivalent  for  both  exchange 
and  the  NASDAQ  stock  market,  application  of  Rule  500  for  an 
issue  delisting  to  the  NASDAQ  stock  market  simply  acts  as  a  bar- 
rier to  competition. 

The  SEC  makes  its  recommendation  for  replacing  direct  share- 
holder approval  of  a  delisting  decision  with  a  standard  adopted  by 
the  company's  board  of  directors  opted  for  competitive  forces  to  de- 
termine whether  a  company's  security  remains  listed  on  a  given 
primary  market  in  lieu  of  the  current  impediments.  Such  competi- 
tion has  not  existed  previously  because  of  the  New  York  Stock  Ex- 
change's requirements  for  voluntary  delisting. 

The  NASD  strongly  supports  this  recommendation.  The  Market 
2000  study  also  addressed  exchange  off-board  trading  restrictions. 
While  the  NASD  supports  the  removal  of  all  off-board  trading  re- 
strictions, we  recognize  that  such  an  initiative  is  controversisd.  We 
support,  however,  the  SEC's  staff  recommendation  to  remove  off 
board  trading  restrictions  before  and  after  traditional  auction  mar- 
ket hours.  During  these  time  periods,  trading  in  U.S.  securities  is 
occurring  regularly  for  many  reasons,  off  an  exchange  floor  in  Lon- 
don. It  simply  makes  no  sense  to  prohibit  U.S.  firms  from  effecting 
that  trading  in  the  United  States. 

The  Market  2000  study  also  made  several  recommendations  spe- 
cifically relating  to  the  operation  of  the  NASDAQ  stock  market. 
NASD,  we  believe,  has  made  substantial  progress  in  responding  to 
these  recommendations  of  the  Commission  staff.  With  respect  to 
the  recommendation  relating  to  our  select  net  trading  system  that 
orders  on  that  system  be  displayed  even  before  the  Market  2000 
study  was  published,  the  NASD  submitted  a  rule  proposal  to  the 
SEC  on  February  15  1994,  to  implement  the  recommended  changes 
which  is  now  awaiting  Commission  review  and  approval. 

Mr.  Wyden.  Mr,  Ketchum,  let  me  say  that  the  5  minutes  has  ex- 
pired. 

Mr.  Ketchum.  Fine.  I  think  the  rest  of  our  statement  would  be 
included  in  the  written  statement,  and  would  be  delighted  to  end 
it  there.  Again,  we  would  express  our  appreciation  to  the  commit- 
tee for  holding  this  hearing. 

[Testimony  resumes  on  p.  75.] 

[The  prepared  statement  of  Mr.  Ketchum  follows:] 


59 


Testimony  of  Richard  Ketchum 

Executive  Vice  President  and  Chief  Operating  Officer 

National  Association  of  Securities  Dealers,  Inc. 


I  am  Richard  Ketchum,  Executive  Vice  President  and  Chief  Operating        f 
Officer  of  the  National  Association  of  Securities  Dealers,  Inc.  (NASD).  I 
appreciate  the  opportunity  to  appear  before  you  today  to  give  the  NASD's  views 
on  HR  4535,  the  "Unlisted  Trading  Privileges  Act  of  1994,"  and  the 
recommendations  of  SEC  study  entitled  Market  2000:  An  Examination  of  Current 
Equity  Market  Developments. 

Your  invitation  letter  requested  our  views  on  HR  4535,  and  especially  the 
origins  and  purposes  of  the  current  process  for  granting  unlisted  trading  privileges 
("UTP"),  the  impact  of  that  process  on  competition  between  markets,  the 
competitive  implications  of  eliminating  the  filing  with  the  SEC,  and  the  factors 
that  should  be  considered  in  setting  the  amount  of  time  before  an  initial  public 
offering  (IPO)  that  UTP  may  begin.  Your  letter  also  asked  our  views  on  the 
principal  recommendations  of  the  SEC's  Market  2000  study,  including  steps  we 
have  taken  to  implement  those  recommendations. 

In  summary,  we  support  HR  4535  and  the  competition  that  it  brings  to  the 
marketplace,  and  urge  that  you  enact  it.  We  also  have  a  number  of  responses  to 
the  principal  recommendations  that  were  made  in  the  Market  2000  study,  which 
we  have  set  out  in  the  body  of  our  testimony.  These  responses  are  consistent  with 
the  responses  contained  in  our  letter  to  Chairman  Markey  dated  May  3,  1994. 
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The  NASD 

The  NASD  is  a  self-regulatory  organization  registered  with  the  Securities 

and  Exchange  Commission  (SEC)  as  a  national  securities  association  under  the 
Securities  Exchange  Act  of  1934.  The  NASD  is  the  only  association  so  registered. 
The  NASD  also  owns  and  operates  the  Nasdaq  Stock  Market,  which  is  the  second 
largest  securities  market  in  the  world  as  measured  by  dollar  volume.  The  NASD  is 
also  charged  with  the  responsibility  of  regulating  the  over-the-counter  securities 
markets,  both  debt  and  equity,  and  the  regulation  and  operation  of  the  Nasdaq 
Stock  Market. 

NASD  Regulation 

The  NASD  has  5,300  broker-dealer  members  employing  477,000  registered 

sales  persons  and  principals.  The  scope  of  the  NASD's  regulatory  jurisdiction 
extends  to  all  such  members  and  their  associated  persons.  While  the  2,830  staff  of 
the  SEC  and  the  roughly  half  that  number  of  state  securities  regulatory  staff  must 
deal  with  all  aspects  of  securities  regulation,  the  2,200  person  staff  of  the  NASD 
focuses  on  regulation  of  its  members  and  the  operation  of  Nasdaq  and  the  over- 
the-counter  securities  markets.  Through  close  cooperation  with  federal  and  state 
regulators,  overlap  and  duplication  is  minimized,  freeing  governmental  resources 
for  securities  regulation  to  be  focused  on  other  areas. 
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The  NASD  carries  out  its  examination,  disciplinary,  and  other  regulatory 
responsibilities  through  its  Washington  headquarters  and  1 1  District  Offices 
located  in  major  cities  throughout  the  country.  In  addition  to  disciplinary 
committees  that  work  with  each  District  Office,  the  NASD  has  a  national  Market 
Surveillance  Committee  that  deals  specifically  with  market  and  trading  related 
issues.  A  committee  of  the  NASD  Board  of  Governors,  the  National  Business 
Conduct  Committee,  reviews  as  an  appellate  body  the  disciplinary  activities  of  the 
District  Business  Conduct  Committees  and  the  Market  Surveillance  Committee, 
and  seeks,  to  the  extent  possible,  uniformity  in  disciplinary  actions.  Final  NASD 
disciplinary  actions  can  be  appealed  to  the  SEC  and  then  to  the  United  States 
Courts  of  Appeals. 

The  NASD  is  governed  by  a  29  member  Board  of  Governors  drawn  from  its 
membership,  leaders  of  industry  and  academia,  executives  of  Nasdaq  companies, 
and  the  public.  The  Board,  through  a  series  of  standing  and  select  committees, 
monitors  trends  in  the  industry  and  promulgates  rules,  guidelines,  and  policies  that 
it  deems  necessary  to  protect  investors  and  the  markets. 

The  Nasdaq  Stock  Market 

The  Nasdaq  Stock  Market  is  a  highly  visible  computer  screen-based  market 

that  operates,  unlike  an  exchange,  without  a  trading  floor.  It  lists  the  securities  of 
4,750  domestic  and  foreign  companies,  more  than  all  other  U.S.  stock  markets 
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combined;  its  share  volume  has  increased  by  more  than  400  percent  in  the  last  ten 
years,  and  it  now  accounts  for  approximately  45%  of  all  the  equity  share  volume 
that  takes  place  in  the  U.S.  each  day.  The  companies  listing  their  securities  on 
Nasdaq  run  the  full  spectrum  of  U.S.  industries,  from  a  substantial  number  of 
young  innovative  corporations  that  make  up  the  new  and  emerging  industries  to 
many  seasoned  companies  operating  in  well-established  sectors  of  the  economy. 
The  average  Nasdaq  company  has  more  than  $540  million  in  assets  and  $257 
million  in  annual  revenues. 

The  cornerstone  of  the  Nasdaq  Stock  Market  is  its  network  of  competing 
market  makers.  There  are  more  than  495  market  makers  located  in  38  states,  the 
District  of  Columbia,  and  the  United  Kingdom.  Market  makers  openly  compete 
for  investor  orders  by  entering  prices  at  which  they  are  willing  to  buy  and  sell 
securities  over  the  highly  visible  international  network  of  Nasdaq  trading 
terminals.  With  an  average  of  more  than  1 1  market  makers  per  Nasdaq  security, 
this  competition  works  to  benefit  investors  and  companies  in  a  number  of  ways  by 
providing  liquidity,  large  conmiitments  of  capital  for  market  making,  efficient 
pricing,  and  a  market  capacity  to  absorb  large  increases  in  volume. 

The  NASD  also  regulates  what  has  become  known  as  the  "third  market", 
that  is  the  over-the-counter  market  in  exchange-listed  securities.  This  market 
includes  a  number  of  non-exchange  broker/dealers  that  began  competing  with  the 
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NYSE  in  the  1960's  by  executing  orders  at  discounts  from  the  NYSE  fixed 
commissions.  It  has  now  grown  to  become  the  second  largest  market  for 
exchange-listed  securities  in  the  U.S.  Transactions  by  third  market  makers  are 
reported  through  the  NASD  trade  reporting  system  and  displayed  on  the 
Consolidated  Tape  and  current  quotations  of  third  market  makers  are  disseminated 
along  with  exchange  quotations  through  the  Consolidated  Quotation  System. 

Unlisted  Trading  Privileges 

HR  4535  will  amend  Section  12(f)  of  the  Securities  Exchange  Act  of  1934 

to  temporarily  modify  the  current  waiting  period  and  allow  exchanges  to  begin 
trading  securities  under  unlisted  trading  privileges  (UTP)  on  the  third  day  after  a 
security  becomes  listed  on  another  national  securities  exchange.  This  compromise 
bill  would  require  the  SEC  to  complete  rulemaking  within  six  months  of  the  bill's 
enactment  to  determine  if  any  delay  in  trading  of  an  IPO  under  UTP  should  be 
required.  The  bill  has  no  effect  on  the  current  statutory  requirements  of  Nasdaq 
National  Market  securities  on  exchanges  pursuant  to  UTP.  It  would  maintain  the 
status  quo  with  regard  to  trading  of  exchange-listed  securities  by  the  third  market, 
which  has  never  been  limited  in  its  ability  to  trade  such  securities  immediately. 

Under  current  section  12(f),  the  Commission  must  provide  at  least  10  days 
notice  to  various  interested  parties  before  it  can  approve  an  exchange's  application 
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for  UTP.  This  notice  requirement  works  to  require  that  regional  exchanges  wait 
for  several  weeks  before  competing  with  an  exchange  that  lists  an  IPO.  As  the 
SEC  has  commented:  "This  process  provides  little  more  than  delay  since 
comments  on  UTP  are  rare  and  the  SEC  routinely  issues  hundreds  of  orders 
granting  exchange  UTP  applications  per  year." 

At  this  subcommittee's  April  14,  1993  hearing  on  the  National  Market 
System,  NASD  President  and  CEO  Joseph  Hardiman  articulated  the  NASD's 
support  for  this  reform.  We  continue  that  support  today. 

The  NASD  strongly  believes  that  the  best  markets  for  investors  result  from 
vigorous,  fair  competition.  We  support  a  presumption  of  free  and  open  competition 
among  all  markets,  unless  a  strong  reason  can  be  found  to  rebut  that  presumption. 
We  believe  that  this  bill  promotes  competition  in  the  marketplace  by  allowing  the 
regional  stock  exchanges  to  compete  for  order  flow  with  the  listing  exchange  and 
the  third  market,  that  there  are  no  policy  concerns  sufficient  to  rebut  the 
presumption  of  open  competition,  and  that  the  bill  should  be  passed.  Indeed,  we 
hope  that  the  Commission  would  use  its  authority  provided  by  this  legislation  to 
eliminate  the  remaining  waiting  period. 
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The  Current  UTP  Approval  Process  and  Competition 

The  current  UTP  process  is  required  by  Section  12(f)  of  the  Securities 

Exchange  Act  of  1934  to  give  issuers  the  right  to  notice  and  comment  before 
unlisted  trading  privileges  are  granted. 

While  generally  notice  and  comment  are  laudable  goals  under  the  securities 
acts  to  ensure  that  all  parties  have  the  opportunity  to  submit  their  views  on    - 
important  issues,  this  approval  process  can  retard  competition  by  delaying  the 
regional  exchanges  from  trading  a  security  listed  on  another  exchange  for  the  30  to 
45  days  that  it  can  take  for  the  approval  process  to  be  completed.  It  is  during  these 
fu-st  few  weeks  that  expectations  are  set  about  the  competitiveness  of  the  various 
markets  for  that  security's  trading,  and  will  thus  influence  where  orders  for  that 
security  will  be  traded  in  the  future.  In  essence,  the  current  approval  process 
delays  the  ability  of  the  regional  stock  exchanges  to  compete  for  this  order  flow 
for  several  weeks  after  trading  has  begun  by  the  listing  market. 

Third  market  makers  have  always  enjoyed  UTP  on  exchange-listed 
securities  from  the  inception  of  frading,  and  we  have  seen  no  problems  as  a  result. 
We  therefore  believe  that  the  bill's  impact  on  the  current  UTP  process  will  be 
positive,  and,  like  other  instances  of  enhanced  competition  in  the  market,  will 
benefit  investors. 
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The  Subcommittee's  invitation  letter  requested  our  views  on  the  factors  that 
the  Commission  should  consider  in  setting  the  time  after  an  IPO  that  UTP  may 
begin,  as  envisioned  by  the  bill.  The  NASD  believes  that,  in  addition  to  the  general 
guidance  under  HR  4535  to  consider  the  maintenance  of  fair  and  orderly  markets, 
the  protection  of  investors,  and  the  public  interest,  the  SEC  may  also  wish  to 
consider  the  competitive  effects  on  the  market  place,  any  impact  on  IPO  pricing, 
zmd  any  volatility  effects  on  the  security.  We  are  confident,  however  that  the  SEC 
will  be  able  to  review  these  factors  and  find,  based  on  the  experience  of  the  third 
market,  among  other  things,  that  there  should  be  no  delay  for  a  national  securities 
exchange  to  receive  UTP. 

Market  2000  Comments 

The  Subcommittee's  invitation  letter  also  requested  our  views  on  the 

principal  recommendations  in  the  SEC  Division  of  Market  Regulation's  study 
titled  Market  2000:  An  Examination  of  Current  Equity  Market  Developments  and 
steps  that  we  have  taken  to  implement  those  recommendations.  In  Market  2000 
the  Division  concluded  that  today's  equity  markets  are  operating  efficiently  within 
the  existing  regulatory  fi-amework.  The  Division  found  that:  (1)  the  markets  are 
handling  record  amounts  of  trading  activity  smoothly  and  efficiently;  (2)  the  markets 
are  continuing  to  perform  efficiently  their  primary  function  of  raising  capital  for 
public  corporations;  (3)  investors  have  a  wide  range  of  alternative  trading 
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mechanisms  from  which  to  select;  (4)  although  the  trading  activity  in  equity 
securities  has  become  dispersed  among  various  markets  and  participants,  the  quality 
of  the  equity  markets  has  not  been  impaired;  and  (5)  self-regulatory  responsibilities 
should  remain  with  and  not  be  separated  from  the  trading  markets. 

The  Division  also  found  that  competition  and  innovation  should  be 
encouraged,  noting  that  many  of  the  initiatives  in  the  markets  during  the  past 
twenty  years  that  have  benefited  investors  have  been  the  products  of  competition 
between  and  among  markets  and  market  participants. 

Following  are  NASD  views  and  actions  regarding  the  major 
recommendations  in  the  study. 

Issuer  Delistings 

The  SEC  recommended  abolishing  direct  shareholder  approval  of  a  delisting 

decision  and  substituting  a  standard  based  on  some  formula  of  action  by  the 
company's  board  of  directors.  The  Commission  observed  that  NYSE  Rule  500  and 
Amex  Rule  1 8  trace  back  to  a  time  when  there  were  major  structural  and  operation 
differences  between  the  over-the-counter  market  and  the  primary  exchanges.  Thus, 
an  investor  protection  argument  could  have  been  made  to  support  retention  of  those 
rules  in  the  past.  In  Market  2000  the  Commission  stated  that  with  the  advent  of  the 
Nasdaq  National  Market  and  its  development,  the  possibility  of  shareholders  being 
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disadvantaged  by  a  voluntary  delisting  (coupled  with  a  new  listing  on  a  major 
market  such  as  the  Nasdaq  Stock  Market)  has  diminished  greatly.  In  making  this 
recommendation  on  NYSE  Rule  500  and  Amex  Rule  18,  the  Division  opted  for 
competitive  forces  to  determine  whether  a  company's  security  remains  listed  on  a 
given  primary  market  in  lieu  of  the  current  impediments.  Such  competition  has  not 
existed  previously  because  of  the  NYSE/ Amex  requirements  for  voluntary  delisting. 
The  NASD  strongly  supports  this  recommendation. 

After-Hours  Off-Board  Trading  Restrictions 

The  SEC  recommended  that  the  NYSE  lift  its  off-board  trading  restrictions  as 

they  apply  to  after-hours  trading.  Experience  from  the  15  years  since  Rule  19c-3 
was  adopted  to  remove  off  board  trading  restrictions  on  stocks  listed  since  1979 
shows  the  consequent  increase  in  competition  has  caused  the  primary  market  centers 
to  nzirrow  spreads,  implement  and  upgrade  automated  order  routing  systems,  and 
reduce  transaction  fees.  While  the  NASD  believes  that  the  securities  markets  have 
evolved  to  a  point  justifying  the  removal  of  all  off-board  trading  restrictions,  we 
recognize  that  such  an  initiative  would  be  controversial.  In  the  interim,  however, 
off-board  trading  restrictions  before  and  after  traditional  auction  market  hours  should 
be  eliminated  so  that  investors  would  have  unrestricted  access  to  the  third  market  for 
extended  periods  of  time  when  other  U.S.  markets  are  unavailable.  We  therefore 
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strongly  support  this  recommendation  and  will  encourage  the  Commission  to 
persuade  the  NYSE  to  remove  its  after-hours,  off-board  trading  restrictions. 

Customer  Limit  Orders 

The  SEC  recommended  the  SROs  consider  encouraging  display  of  all  limit 

orders  in  exchange-listed  stocks  priced  better  than  the  best  intermarket  quotation 
(unless  the  ultimate  customer  expressly  requests  that  an  order  not  be  displayed).  It 
also  recommended  that  the  NASD  consider  encouraging  display  of  Nasdaq  stock 
limit  orders  when  at  prices  better  than  the  best  Nasdaq  quotes  (unless  the  ultimate 
customer  expressly  requests  that  an  order  not  be  displayed),  and  recommended  that 
Nasdaq  market  makers  be  precluded  from  putting  their  interests  ahead  of  a 
customer's  limit  order,  regardless  of  where  the  order  originates. 

The  NASD  has  taken  a  number  of  steps  to  enhance  limit  order  protection 
and  interaction  with  the  markets.  The  NASD  Board  of  Governors  has  proposed  to 
eliminate  the  disclosure  safe  harbor  provided  by  Manning  v.  E.  F.  Mutton  for  a 
member  executing  transactions  for  its  own  trading  account  at  prices  better  than  the 
price  of  a  limit  order  it  held  for  its  customer  if  it  informed  the  customer  that  the 
member  would  give  its  own  position  priority.  The  proposal  was  sent  to  the  SEC 
on  October  13,  1993.  The  NASD  Board  also  established  a  Limit  Order  Task 
Force,  composed  of  knowledgeable  industry  participants  to  discuss  extending  this 
trading-ahead  prohibition  to  include  customer  orders  received  from  another 
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member,  the  so-called  "member-to-member"  limit  orders.  The  NASD  is 
coimnitted  to  examining  this  suggestion,  and  the  Task  Force  is  scheduled  to 
formulate  recommendations  for  the  Board's  consideration  at  its  July  meeting.  We 
expect  the  Board  to  reach  a  final  decision  on  this  issue  at  its  September  meeting. 

The  NASD  has  also  proposed  to  the  SEC,  on  March  4,  1994,  a  successor  to 
the  Small  Order  Execution  System  (SOES),  called  the  Nasdaq  Primary  Retail 
Order  View  and  Execution  System  (N»PROVE),  for  execution  and  price 
improvement  of  small  sized  customer  orders.  N«PROVE  will  provide  an 
interactive  limit  order  processing  capability  that  will  facilitate  price  improvement 
for  incoming  market  (or  limit)  orders  and  price  protection  for  limit  orders.  The 
limit  order  file  will  store  priced  orders  in  time  priority  as  they  enter  the  system  and 
will  deliver  the  orders  for  execution  as  the  inside  market  reaches  the  limit  price. 
Where  limit  orders  residing  in  N»PROVE  are  at  prices  superior  to  the  best  bid  or 
offer,  subsequent  incoming  market  orders  will  be  priced  for  execution  at  the  limit 
order  price  and  will  either  be  executed  at  the  improved  price  by  a  market  maker  or 
will  be  matched  and  executed  against  the  limit  order  without  the  participation  of  a 
market  maker.  N»PROVE  will  also  include  an  alert  that  indicates  when  there  are 
limit  orders  in  the  system  that  better  the  inside  quote,  enabling  broker  dealers  to 
execute  those  orders  quickly. 
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Moreover,  our  Nasdaq  Workstation  II,  which  is  now  being  developed,  will 
provide  the  ability  to  display  all  customer  limit  orders  sent  into  the  limit  order  file. 
We  believe  that  this  new  Workstation  display  is  an  important  step  in  enhancing  the 
display  of  limit  orders  in  the  Nasdaq  Stock  Market. 

In  the  competitive  dealer  environment  of  the  Nasdaq  Stock  Market  we 
believe  that  the  steps  outlined  above  strike  the  proper  balance  between  protection 
of  customers  and  efficient  markets.  Displaying  every  quotation  regardless  of  size, 
however,  would  distort  the  picture  of  the  market  an  inside  quotation  is  intended  to 
represent.  The  inside  quotation  should  convey  an  accurate  sense  of  the  true  level 
and  depth  of  the  best  prices  in  a  market,  and  is  not  intended  to  communicate  every 
transitory  interest  in  buying  or  selling.  In  a  competing  dealer  market,  dealers 
compete  to  attract  large  orders  by  committing  to  trade  in  size  (as  much  as  10,000 
shares)  at  the  inside  quotation.  Just  as  exchanges  do  not  display  every  limit  order 
that  comes  to  their  floor,  requiring  that  the  disseminated  inside  quotation  reflect 
every  small-sized  quotation  would  deter  dealers  from  making  such  commitments 
and,  thus,  would  reduce  the  quality  of  markets.  This  immediacy  is  a  service  that 
improves  the  overall  quality  of  the  market. 


After-Hours  Trade  Reporting 

The  SEC  recommended  that  the  SROs  capture  all  trades  in  U.S.  equities 

that  occur  after-hours,  that  trades  nominally  executed  abroad  be  considered  U.S. 
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trades  for  these  purposes,  and  that  information  regarding  these  trades  be  pubHshed 
prior  to  the  consolidated  system  opening  each  morning.  The  NYSE  currently 
collects  this  information  from  its  members  under  Rule  410(b).  The  NASD  collects 
this  information  on  Form  T,  which  some  firms  still  submit  manually  on  a  weekly 
basis.  To  implement  this  recommendation  we  need  to  change  the  Form  T 
requirement  to  daily  reporting  before  the  opening,  coordinate  with  the  NYSE  to 
avoid  duplicative  reporting,  and  work  to  interpret  and  enforce  the  "nominal 
overseas"  trade  recommendation.  The  NASD  anticipates  discussions  with  the 
NYSE  to  resolve  these  issues.  Overall,  the  pre-opening  publication  of  overnight 
high/low  price  information  and  aggregate  volume  appears  to  be  a  sound 
recommendation  that  we  support. 

Display  of  SelectNet  Orders 

The  SEC  recommended  that  the  NASD  examine  how  to  improve  access  to 

information  regarding  orders  entered  into  our  SelectNet  system,  consistent  with 
goals  of  increased  transparency.  The  NASD  Board  of  Governors  approved  non- 
member  access  to  SelectNet  broadcast  orders  at  its  meeting  in  January,  1994.  That 
rule  proposal  was  submitted  to  the  SEC  on  February  15,  1994  and  is  awaiting 
Commission  review  and  approval. 


73 


16 


ITS/CAES  -  Inclusion  of  Non-Rule  19C'3  Securities 

The  SEC  recommended  expansion  of  the  ITS/CAES  linkage  to  include  non- 
Rule  19c-3  securities.  For  the  past  three  years,  the  NASD  has  pursued,  without 
success,  a  modification  to  the  ITS  plan  to  enable  trading  of  non-Rule  19c-3  securities 
through  the  ITS/CAES  linkage.  This  electronic  link  permits  NASD  members  to 
compete  for  orders  initially  directed  to  a  participating  exchange.  Such  an  expansion 
of  the  ITS/CAES  linkage  would  provide  market  making  opportunities  in  hundreds  of 
exchange-listed  issues  that  were  listed  on  the  NYSE  and  Amex  prior  to  April  26, 
1979.  The  NASD  strongly  supports  this  recommendation. 

Reduced  Minimum  Spread  Differential 

The  SEC  recommended  that  Self  Regulatory  Organizations  (SROs)  adopt 

either  1/16  or  1/32  as  the  minimum  fraction  in  stock  quotations  and  consider 
adopting  decimal  pricing.  As  of  April,  The  Nasdaq  Stock  Market  began  printing 
trade  reports  in  quotation  intervals  of  1/I6s,  l/32s  and  l/64s.  In  addition,  we  are 
actively  reviewing  the  SEC's  proposal  to  reduce  quotation  increments  to  1/1 6s. 
We  are  concerned,  however,  that  any  proposal  to  move  to  a  decimal  pricing  system 
could  reduce  overall  liquidity  by  negatively  effecting  market  maker  profitability. 
We  note  that  one  of  the  strengths  of  the  U.S.  markets  is  that  secondary  and  even 
tertiary  stocks  trade  with  substantial  liquidity.  Markets  that  trade  in  decimals,  such 
as  the  London  Stock  Exchange,  generate  most  of  their  activity  and  liquidity  from  a 
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small  number  of  stocks.  The  NASD  recommends  that  the  SEC  fully  study  the 
implications  of  reducing  quotations  to  decimals  before  advocating  any 
modifications  to  the  current  quotation  practices. 

Conclusion 

In  conclusion,  the  NASD  supports  HR  4535  and  the  competition  that  it 

brings  to  the  marketplace  and  urges  that  Congress  enact  it.  We  believe  that  this  bill 
promotes  competition  in  the  marketplace  by  allowing  the  regional  stock  exchanges 
to  compete  for  order  flow  with  the  listing  exchange  and  the  third  market,  and  that 
there  are  no  policy  concerns  sufficient  to  inhibit  open  competition  for  this  order 
flow.  Indeed,  we  hope  that  the  Commission  would  use  its  authority  provided  by 
this  legislation  to  eliminate  the  remaining  waiting  period. 

Our  testimony  has  also  provided  you  with  the  NASD's  views  on  the 
principal  recommendations  of  the  SEC's  Market  2000  study,  and  the  specific  steps 
that  the  NASD  has  taken  to  implement  those  recommendations.  We  agree  with  the 
SEC  that  many  of  the  initiatives  in  the  markets  during  the  past  twenty  years  that 
have  benefited  investors  have  been  the  products  of  competition  and  that 
competition  and  innovation  should  thus  be  encouraged.  We  therefore  recommend 
that  this  competition  ~  consistent  with  protection  of  investors  ~  be  relied  upon  to 
continue  to  keep  US  markets  the  best  in  the  world. 
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Mr.  Wyden.  You  are  kind  and  under  normal  circumstances  we 
would  let  you  go  further. 

Mr.  Ketchum.  I  think  it  is  a  wise  decision. 

Mr.  Wyden.  You  are  gracious,  thank  you.  Mr.  Duffy,  welcome 
and  please  proceed. 

STATEMENT  OF  JAMES  F.  DUFFY 

Mr.  Duffy.  Thank  you.  Good  afternoon,  Mr.  Chairman  and  mem- 
bers of  the  subcommittee.  My  name  is  James  Duffy,  and  I  am  exec- 
utive vice  president  and  general  counsel  of  the  American  Stock  Ex- 
change, and  I  also  appreciate  this  opportunity  to  comment  to  the 
subcommittee  on  the  pending  House  bill  related  to  unlisted  trading 
privileges  and  on  the  SEC  staffs  recommendations  in  its  Market 
2000  study. 

With  respect  to  unlisted  trading  privileges,  the  House  bill  will 
eliminate  the  need  for  a  notice  period  or  SEC  order  for  UTP  of  ex- 
change listed  securities.  This  appears  appropriate  as  does  the  ini- 
tial brief  delay  for  a  UTP  of  initial  public  offering  securities.  The 
newborn  public  security  may  need  a  little  coddling,  so  to  speak,  but 
the  first  few  months  under  the  new  regimen  should  afford  us  all 
the  opportunity  to  assess  this  and  comment  on  the  approach  that 
the  SEC  will  suggest  in  this  regard. 

Clearly,  the  orderliness  and  fairness  of  the  trading  market  in 
these  securities  should  be  the  paramount  concern.  With  respect  to 
Market  2000,  we  believe  that  implementation  of  the  study's  rec- 
ommendations across  all  markets  should  allow  customer  orders  to 
interact  more  efficiently  and  promote  execution  of  those  orders  at 
the  best  price.  We  are  proud  of  the  fact  that  the  AMEX,  as  a  pri- 
mary exchange  market,  has  long  had  in  place  order  execution  rules 
and  procedures  aimed  at  maximizing  price  discovery  and  assuring 
that  customer  orders  are  handled  and  treated  in  the  most  advan- 
tageous way. 

As  for  some  of  the  specifics,  we  agree  with  the  division's  rec- 
ommendation that  all  markets  should  encourage  display  of  superior 
price  limit  orders  by  which  we  mean  limit  orders  that  better  the 
price  of  the  displayed  best  bidder  offer.  The  AMEX  has  a  very  strict 
policy  relating  to  limit  order  display.  All  superior  price  limit  orders 
that  are  not  immediately  executed  after  entry  must  be  displayed 
regardless  of  size.  The  only  exception  would  be  if  a  floor  broker  spe- 
cifically requested  otherwise  when  personally  delivering  an  order  to 
the  post. 

We  view  this  policy  as  the  fairest  to  the  public  and  the  simplest 
for  investors  to  understand.  Frankly,  we  believe  it  is  imperative  for 
all  marketplaces  to  implement  meaningful  requirements  for  limit 
order  display.  As  regards  pricing  of  orders  in  smaller  fractions  or 
in  decimals,  we  note  that  in  1992  the  AMEX  implemented  a  mini- 
mum fraction  trading  of  one-sixteenth  of  a  dollar  for  AMEX  securi- 
ties priced  under  $5. 

However,  we  currently  do  not  see  how  the  switch  to  a  decimal 
pricing  system  will  necessarily  provide  a  meaningful  benefit  to 
most  investors.  As  the  SEC  itself  has  noted,  significant  costs  would 
be  incurred  by  industry  participants  in  converting  market  data  and 
order  processing  systems  to  decimal  pricing,  and  it  is  important 
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that  the  industry  first  quantify  and  compare  the  cost  and  benefits 
of  such  a  dramatic  change. 

Of  all  the  issues  in  Market  2000,  we  believe  the  best  execution 
is  probably  the  most  critical  to  the  public  investor.  Crucial  here  is 
that  orders  are  afforded  the  possibility  of  price  improvement  and 
that  customer  limit  orders  are  protected.  This  is  the  case  on  the 
AMEX  where  orders  are  exposed  to  the  trading  ground  for  possible 
price  improvement  and  our  specialists  are  prohibited  from  trading 
ahead  of  customer  orders. 

Best  execution,  however,  can  be  easily  undermined  by  various 
practices  and  market  systems  that  fragment  the  markets  and  actu- 
ally impede  transparency.  We  have  commented  on  these  before,  in- 
cluding cash  payment  for  order  flow,  certain  proprietary  trading 
systems,  and  regional  exchange  programs  that  allow  dealers  to  in- 
ternalize preferenced  order  flow. 

We  believe  the  Commission  must  carefully  assess  these  practices 
to  determine  whether  they,  in  fact,  further  the  interest  of  investors. 
In  Market  2000  the  SEC  addressed  the  issue  of  exchange  rules  and 
procedures  for  voluntary  delisting  by  listed  companies.  I  would  note 
that  although  our  AMEX  procedures  permit  us  to  require  share- 
holder notification  prior  to  delisting,  historically  we  have  not,  in 
fact,  required  issuers  to  do  this. 

We  do,  however,  think  it  is  appropriate  for  us  to  be  able  to  obtain 
from  a  company  a  statement  of  why  it  is  delisting  both  from  a  reg- 
ulatory as  well  as  a  customer  service  point  of  view.  We  would  actu- 
ally be  interested  in  the  views  of  corporate  directors,  executives  as 
well  as  institutional  shareholders  and  shareholder  groups  on  how 
a  primary  listed  market  should  oversee  the  listing  process. 

The  views  of  such  parties  might  well  illuminate  further  the  dis- 
cussions by  the  commission  and  securities  marketplaces  concerning 
appropriate  regulation  of  the  delisting  process. 

Finally,  we  strongly  support  the  division's  recommendation  that 
section  31  fees  be  applied  to  sales  of  NASDAQ  securities  and  not 
just  to  exchange  listed  securities  as  is  currently  the  case.  And  last- 
ly, I  would  like  to  commend  the  Commission  on  the  recently  pro- 
posed amendments  to  SEC  Rule  19(b)4,  which  will  hopefully 
streamline  and  expedite  the  process  by  which  the  SRO's  obtain 
SEC  approval  of  changes  to  SRO  rules.  Thank  you. 

[Testimony  resumes  on  p.  88.] 

[The  prepared  statement  of  Mr.  Duffy  follows:] 
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Testimony  of  James  F.  Duffy 
Executive  Vice  President 
American  Stock  Exchange,  Inc. 
Before  the  House  Subcommittee  on 
Telecommunications  and  Finance 


June  22,  1994 

My  name  is  James  F.  Duffy,  and  I  am  Executive  Vice 
President  of  the  American  Stock  Exchange.   The  Exchange 
appreciates  this  opportunity  to  provide  its  views  to  the 
Subcommittee  on  H.R.  4535  relating  to  the  process  for 
extending  unlisted  trading  privileges,  and  on  recommendations 
made  by  the  SEC's  Division  of  Market  Regulation  in  its  study. 
Market  2000:  An  Examination  of  Current  Equity  Market 
Developments  ("Market  2  000  Study") . 

H.R.  4535  -  UNLISTED  TRADING  PRIVILEGES 

In  view  of  the  fact  that  the  SEC  routinely  grants 
exchange  applications  for  unlisted  trading  privileges  ("UTP") 
following  publication  of  notice  and  opportunity  for  public 
comment,  the  Exchange  believes  H.R.  4535,  which  eliminates  the 
need  for  a  notice  period  or  SEC  order  for  UTP  of 
exchange-listed  securities,  represents  a  reasonable  approach 
to  the  extension  of  UTP. 

In  requiring  a  delay  (initially  two  trading  days, 
subject  to  later  modification  by  the  SEC)  between  exchange 
listing  of  an  initial  public  offering  ("IPO")  and  extension 


\ 
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of  UTP  by  another  exchange,  the  bill  recognizes  that  a  vital 
concern  for  the  issuer  and  the  investor  is  that  price 
determination  in  the  secondary  market  for  IPO  securities  be 
made  in  an  orderly  fashion.   After  the  new  legislation  becomes 
effective  all  markets  will  have  the  opportunity  to  observe  the 
effect  of  the  new  regimen  on  the  pricing  of  and  trading 
activity  in  exchange-listed  IPO's,  and  all  market  participants 
will  have  a  basis  to  comment  further  to  the  Commission 
concerning  the  appropriate  interval  to  be  required  before 
extension  of  UTP  following  an  IPO. 

We  note  that  from  time  to  time  when  the  Exchange  has 
requested  SEC  approval  for  new  listing  standards  to 
accommodate  certain  equity  derivative  securities,  the  SEC 
staff  has  required  the  Exchange  to  adopt  special  rules 
applicable  to  members  effecting  customer  trades  in  those 
securities.   For  example,  Amex-listed  currency  and  index 
warrants  and  certain  hybrid  securities  combining  both  debt  and 
equity  characteristics  have  been  made  subject  to  specific 
suitability  standards,  account  handling  procedures  or  other 
requirements  and  rules.   The  Exchange  has  always  expected  that 
the  SEC  staff  would  require  a  regional  exchange  to  adopt 
comparable  customer  protection  requirements  before  that 
exchange  commences  unlisted  trading  in  such  a  security,  and  it 
is  our  understanding  that  the  SEC  staff  does  in  fact  view  that 
as  necessary  even  under  the  new  regimen  established  by  this 
legislation. 
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MARKET  2  000 

In  its  Market  2000  Study,  the  Division  of  Market 
Regulation  (the  "Division")  states  that  the  purpose  of  the 
staff's  recommendations  is  to  improve  the  fairness, 
competitiveness  and  efficiency  of  our  securities  markets.   If 
implemented  across  all  marketplaces,  many  of  the  Division's 
recommendations  will  indeed  fulfill  that  stated  purpose  by 
allowing  customer  orders  to  interact  more  efficiently,  thereby 
promoting  execution  of  customer  orders  at  the  best  price.   We 
believe  the  Division  has  properly  concluded  that,  particularly 
in  the  areas  of  market  transparency  and  fair  treatment  of 
investors,  both  auction  and  dealer  markets  should  have  in 
place  comparable  rules  and  procedures  aimed  at  protecting  the 
public  customer.   Consistent  with  the  Division's 
recommendations,  the  Amex,  as  a  primary  exchange  market,  has 
longstanding  order  execution  procedures  aimed  at  maximizing 
price  discovery  and  assuring  that  public  customer  orders  are 
handled  and  treated  in  the  most  advantageous  way.   We  applaud 
the  initiatives  of  the  Commission  and  other  marketplaces  in 
helping  achieve  a  more  uniform  implementation  of  such 
procedures. 

Our  comments  on  specific  Division  recommendations  are 
set  forth  below  under  subject  matter  headings  corresponding  to 
those  in  the  Study. 
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MARKET  TRANSPARENCY 

Limit  Order  Display 

We  agree  with  the  Division's  reconunendation  that  all 
markets  should  encourage  display  of  superior  priced  limit 
orders  (i.e. ,  limit  orders  at  a  better  price  than  the 
displayed  best  bid  or  of fer) (Study  IV)*.   Disclosure  of 
customer  limit  orders  is  important  to  achieving  best  execution 
and  enhancing  price  discovery.   The  Amex  has  the  strictest 
policy  relating  to  limit  order  display  of  any  marketplace: 
All  superior  priced  limit  orders  that  are  not  immediately 
executed  after  entry  must  be  displayed,  regardless  of  size. 
(The  only  exception  would  be  if  a  floor  broker  requests 
otherwise  on  an  order  delivered  to  the  post.)   We  view  this 
policy  as  the  fairest  to  the  public  and  the  simplest  for 
investors  to  understand. 

Procedures  for  limit  order  display  vary  among 
marketplaces,  and  these  disparities  raise  concerns  relating 
both  to  competitive  fairness  and  to  customer  protection.   The 
Amex  specialist,  for  example,  would  typically  be  required  to 
display  a  small  sized  (e.g. ,  200  shares)  superior  priced  bid 
in  a  security  when,  for  example,  the  size  of  the  previously 
displayed  bid  at  a  fractionally  lower  price  was  20,000 
shares.   The  small  size  of  the  new  bid  could  cause  certain 
market  participants  -  unjustifiably  -  to  question  the 
liquidity  of  Amex's  market  in  the  security. 

*      References  are  to  specific  sections  of  the  Market  2000 
Study . 


81 


-  5  - 

Moreover,  the  failure  of  any  one  market  to  display  superior 
priced  orders  could  disadvantage  customer  orders  in  other 
markets  which  would  have  no  opportunity  to  access  the  superior 
quotation  through  the  Intermarket  Trading  System  ("ITS"), 
which  links  all  markets  in  the  trading  of  exchange-listed 
securities.   Therefore,  we  believe  it  is  imperative  for  all 
marketplaces  to  implement  similar  requirements  for  limit  order 
display. 

Fractional  vs.  Decimal  Pricing  System  ^ 

The  U.S.  securities  markets  have  typically  utilized  a 
minimal  pricing  interval  of  1/8  of  one  dollar  for  virtually 
all  equity  securities.   In  1992,  Amex  implemented  a  minimum 
fraction  of  trading  of  1/16  for  Amex  securities  priced  under 
$5.   At  Amex's  behest,  ITS  procedures  were  modified  to 
accommodate  trading  of  such  securities  in  sixteenths  through 
ITS  by  regional  exchanges  and  NASD  market  makers  trading 
exchange-listed  securities  through  ITS  ("ITS/CAES  market 
makers") .   We  note  that  the  $5  price  parameter  was  selected  as 
most  appropriate  in  view  of  the  proportionate  relation  between 
a  lower  trading  price  and  the  smaller  minimum  trading 
fraction,  as  well  as  the  general  trading  characteristics  of 
securities  priced  under  $5.   The  Exchange  will  assess  whether 
other  steps  are  appropriate  in  this  area. 
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However,  we  currently  do  not  believe  that  trading 
securities  in  decimals  can  provide  a  meaningful  benefit  to 
most  investors.   For  one  thing,  a  possible  minimum  trade  to 
trade  price  variation  of  one  cent  (as  decimalization  appears 
to  contemplate)  does  not  necessarily  mean  that  the  quotation 
spread  in  a  security  in  any  particular  market  will  be 
significantly  narrower  than  it  is  under  a  pricing  system 
based  on  fractions.   In  addition,  we  must  bear  in  mind  the 
significant  costs  that  would  be  incurred  by  industry 
participants  in  converting  market  data  and  order  processing 
systems  to  decimal  pricing.   Before  any  decision  on  this 
issue  can  be  made,  we  believe  it  is  imperative  that  the 
industry  first  quantify  and  compare  the  costs  and  benefits 
of  such  a  dramatic  change  to  current  trading  practices. 

FAIR  TREATMENT  OF  INVESTORS 

The  Exchange  views  best  execution  as  the  most 
critical  issue  to  the  public  investor  in  terms  of  "fair 
treatment".   We  agree  with  the  Division's  recommendations 
that  automated  order  execution  systems  should  provide  the 
possibility  of  price  improvement  (Study  IV)  and  that 
customer  limit  orders  not  be  traded  ahead  of  (Study  V) .   We 
note  that,  on  the  Amex,  all  system  market  orders  and 
marketable  limit  orders  are  exposed  to  the  trading  crowd  for 
possible  price  improvement.   Moreover,  our  market  protects 
customer  limit  orders  by  prohibiting  Exchange  specialists 
from  trading  ahead  of  such  orders. 
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Best  execution,  however,  can  be  easily  undermined  by 
specific  market  practices  that  contribute  to  market 
fragmentation.   We  are  concerned,  for  example,  that  the 
practice  of  cash  payment  for  order  flow  could  induce  brokers 
to  route  orders  for  execution  to  markets  or  market  makers 
based  on  maximizing  broker  profits  rather  than  providing  a 
customer  order  with  the  best  possible  price.* 

In  addition,  the  Exchange  views  with  concern  specific 
trading  systems  and  practices  that  may  impede  market 
transparency  and  best  execution.   These  include,  for  example, 
regional  exchange  procedures  allowing  dealers  to  internalize 
preferenced  order  flow;**  the  operation  of  the  NASD's 
SelectNet  system,  which  allows  orders  to  be  entered  and 
executed  in  the  system  without  being  represented  in  the  Nasdaq 
displayed  bid  or  offer;***  or  proprietary  trading  systems 
("PTS's")  that  result  in  market  fragmentation  and  undermine 
the  price  discovery  function  in  other  marketplaces.      -  ..  ; 


*      The  Exchange  has  previously  commented  to  the  SEC 

regarding  payment  for  order  flow.   See  letter  from  Jules 
L.  Winters,  Chief  Operating  Officer,  Amex,  to  Jonathan  G. 
Katz,  Secretary,  SEC,  dated  December  21,  1993,  regarding 
the  SEC's  proposed  rulemaking  relating  to  disclosure  of 
payment  for  order  flow  practices  (Securities  Exchange  Act 
Release  No.  33026,  October  6,  1993).. 

**     The  Exchange  has  also  previously  commented  to  the  SEC 

regarding  the  Boston  Stock  Exchange  competing  specialist 
system.   See  letter  from  Jules  L.  Winters,  dated  March 
18,  1994,  stating  the  Amex's  view  that  such  systems  allow 
participating  firms  to  internalize  orders  rather  than 
expose  them  as  widely  as  possible  to  other  buying  and 
selling  interest  in  the  national  market  system,  thus 
potentially  failing  to  obtain  for  those  internalized 
orders  the  best  possible  price. 

***    The  Exchange  has  commented  to  the  SEC  to  this  effect  on 
several  occasions.   See  letters  from  Jules  L.  Winters 
dated  November  17,  1992  and  May  25,  1994. 
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FAIR  MARKET  COMPETITION 

Expedited  Review  of  Proposed  Rule  Changes 
The  Commission  has  recently  proposed  amendments  to 
SEC  Rule  19b-4  relating  to  the  filing  of  proposed  rule 
changes  by  self-regulatory  organizations  (Securities 
Exchange  Act  Release  No.  34140,  June  1,  1994).   Consistent 
with  the  Division's  recommendation  in  its  Market  2000  Study, 
the  Commission's  initiative  aims  to  streamline  and  expedite 
the  rule  filing  process,  and  to  expand  the  categories  of 
rule  filings  that  become  effective  on  filing  to  include 
filings  of  routine  changes  to  order  entry  or  trading  systems 
as  well  as  other  rule  filings  that  do  not  significantly 
affect  investor  protection  or  impose  significant  burdens  on 
competition. 

While  the  Exchange  expects  to  provide  formal  written 
comment  on  the  Commission's  proposal,  we  commend  the 
Commission  for  proceeding  promptly  towards  implementation  of 
the  Division's  recommendation.   We  believe  immediate 
effectiveness  of  routine  systems  changes  is  particularly 
necessary  in  view  of  the  current  ability  of  PTS's  to 
implement  such  changes  free  of  prior  Commission  or  public 
review.   Moreover,  existing  SEC  review  procedures  and  time 
frames  for  publication  and  comment  may  delay  the 
implementation  of  procedures  intended  to  provide  a  clear 
public  customer  benefit. 
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Section  31  Transaction  Fees 

We  strongly  support  the  Division's  recommendation 
that  Section  31  fees  be  applied  to  Nasdaq  securities  (Study 
VI) .   There  is  absolutely  no  justification  for  applying 
Section  31  fees  only  to  sales  of  exchange-listed 
securities.   The  substantial  SEC  resources  expended  on 
regulating  the  Nasdaq  market  demands  application  of  Section 
31  fees  to  Nasdaq  securities  as  well. 

Third  Market  Trading  Principles 

The  Division  has  proposed  five  trading  principles  to 
be  applied  to  third  market  trading  in  exchange-listed 
securities  which  would  be  formulated  as  NASD  rules.   These 
relate  to  display  of  limit  orders,  limit  order  protection, 
crossing  of  customers'  orders  without  dealer  intervention, 
standards  for  queuing  and  executing  customer  orders,  and 
compliance  with  ITS  trade-through  and  block  policies. 

The  Amex  and  other  auction  markets  have  already 
implemented  these  principles  as  rules  and  procedures  that 
best  serve  investors.   We  believe  they  should  be  implemented 
by  all  marketplaces.   In  particular,  we  believe  the 
principles  enumerated  by  the  Division  should  apply  to  all 
NASD  members  engaged  in  third  market  trading  of 
exchange-listed  securities  and  not  only  to  those  registered 
as  ITS/CAES  market  makers. 
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Amex  Rule  18  -  Procedures  for  Delisting 

Amex  Rule  18  sets  forth  procedures  to  be  followed  by 
an  issuer  that  wishes  to  withdraw  its  securities  from 
Exchange  listing.   The  rule  requires  the  issuer  to  file  with 
the  Exchange  the  resolution  of  the  issuer's  board  of 
directors  authorizing  the  withdrawal  from  listing, 
accompanied  by  a  statement  of  reasons  for  such  action  and 
supporting  facts.   The  rule  also  provides  that  the  Exchange 
may  require  the  issuer  to  notify  shareholders  of  the  reasons 
for  the  proposed  delisting.   The  Division  has  recommended 
that  Rule  18  be  amended  to  identify  "objective  criteria" 
that  an  issuer  should  meet  in  a  delisting  application. 

We  are  reviewing  our  procedures  for  considering 
delisting  applications,  and  expect  to  discuss  our 
conclusions  with  the  Division  staff.   We  note  that 
historically  we  have  not  required  issuers  to  notify 
shareholders  when  transferring  to  another  listed  market. 
However,  we  view  our  current  procedures  in  this  area  as 
providing,  in  a  non-burdensome  manner,  information  that  is 
necessary  to  the  Exchange  as  it  implements  its 
self -regulatory  responsibilities.   We  have  generally  found 
that  delisting  actions  reflect  business  decisions,  unrelated 
to  actions  by  the  Exchange  or  to  Exchange  trading  of  the 
company's  securities.   Nevertheless,  member  firms  and  others 
may  inquire  of  the  Exchange  regarding  a  company's  decision 
to  delist,  and  it  is  important  for  this  reason  and  for  our 
own  continuing  process  of  self-examination  that  wo  are  able 
to  require  a  statement  from  the  company  clarifying  the  basis 
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for  its  decision.   We  believe  the  Exchange  must  review 
delisting  decisions  carefully,  and  that  it  is  important  for 
us  to  retain  the  ability  to  question  explanations  given  or 
to  request  additional  information,  with  the  aim  of 
identifying  possible  issues  that  may  need  to  be  addressed  in 
order  to  insure  that  its  marketplace  is  best  serving  the 
needs  of  both  issuers  and  investors. 

The  Exchange  recognizes  that  self -regulatory 
organization  procedures  relating  to  listing  and  delisting 
have  been  a  focus  of  discussion  among  our  markets  in  recent 
years.   We  would  be  interested  in  the  views  of  corporate 
directors  and  executives  as  well  as  institutional 
shareholders  and  shareholder  groups  on  how  a  primary  listed 
market  should  oversee  the  delisting  process.   The  views  of 
such  parties  might  well  illuminate  further  discussions  by 
the  Commission  and  securities  marketplaces  concerning 
appropriate  regulation  of  this  process. 

I  appreciate  the  opportunity  to  testify  before  the 
Subcommittee  today. 
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Mr.  Wyden.  Thank  you  very  much.  All  of  you  have  been  an  ex- 
cellent panel.  I  have  got  some  questions,  but  maybe  my  colleague, 
Jack  Fields,  would  like  to  start. 

Mr.  Fields.  Thank  you,  Mr.  Chairman.  I  am  not  sure  exactly 
how  to  ask  this  first  question.  You  know,  I  was  talking  with  staff 
and  going  back  and  forth.  We  understand  the  testimony,  I  think, 
all  of  you  have  given. 

One  of  the  things  that  is  said  by  everyone  is  that  a  customer 
should  have  the  option  of  not  having  a  limit  order  displayed.  Could 
you  explain  to  us  why  the  customer  should  have  that  option?  Par- 
ticularly if,  you  know,  perhaps  if  it  is  a  large  order,  a  large  number 
of  shares. 

Mr.  KWALWASSER.  It  deals  with  trading  strategies.  If  we  said 
that  all  limit  orders  had  to  be  displayed  and  say  an  institution 
wanted  to  sell  100,000  shares  of  a  particular  stock,  but  didn't  want 
other  people  to  know  it  was  in  the  market  to  sell  100,000,  it  would 
be  forced  to  send  down  increments  if  it  was  5000  to  the  broker  and 
the  broker  would  have  to  go  back  to  his  customer  20  times  to  find 
out  what  the  whole  order  is. 

It  is  much  more  efficient  for  an  institutional  customer  to  call 
down  to  his  broker  and  say  we  have  100,000  shares  to  sell,  I  want 
you  to  get  out  with  the  least  market  impact,  and  therefore  only 
come  up,  expose  as  much  as  you  think  we  can  get  rid  of  in  an  effi- 
cient fashion,  and  so  therefore  there  are  trading  strategies  that 
rely  on  the  broker's  ability,  and  that  is  why  he  is  getting  paid  to 
expose  that  part  of  the  order  that  he  thinks  would  be  efficient  to 
expose  and  not  expose  another  part  of  the  order. 

Mr.  Fields.  Mr.  Becker,  do  you  have  any  comment  on  that? 

Mr.  Becker.  I  think  Mr.  Kwalwasser  did  a  nice  job  summarizing 
the  issue.  I  would  only  add  that  there  is  a  real  tension  here.  That 
tension  is  whether  or  not  the  nationally  displayed  best  bid  and 
offer,  what  people  are  willing  to  pay  and  what  people  are  willing 
to  sell  a  security  for  accurately  reflects  supply  and  demand.  The 
concern  is  that  brokers  are,  either  through  practice  or  routine,  sim- 
ply not  choosing  to  display  as  part  of  that  disseminated  quotation 
orders  that  would  have  the  effect  of,  in  effect,  narrowing  the  spread 
so  that  instead  of  a  market,  say,  a  bid  price  of  $20  and  an  offering 
price  of  $20,375  cents,  in  fact,  there  is  a  limit  order  outstanding 
that  would  narrow  that  where  someone  would  be  willing  to  pay 
$20,125. 

Now,  the  New  York  Stock  Exchange  has  distributed  a  memo  to 
its  members  reaffirming  their  obligation  to  display  those  orders  un- 
less their  customer  has  entered  it  to  the  contrary,  and  we  think 
that  is  an  important  step.  The  NASD  is  also  exploring  the  cir- 
cumstances under  which  limit  orders  could  be  made  more  publicly 
available,  and  we  think  it  is  important  that  we  continue  that  effort 
in  terms  of  trying  to  get  the  maximum  information  out  so  that 
practice  is  just  not  to  keep  it  quiet,  but  do  it  in  a  manner  that  is 
sensitive  to  the  way  in  which  people  work  an  order  to  get  the  best 
price,  as  Mr.  Kwalwasser  described. 

Mr.  Fields.  Let  me  also  ask,  Mr.  Becker,  do  you  know  of  any  op- 
position to  4535  or  really  do  any  of  the  witnesses  know  of  any  oppo- 
sition? 
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Mr.  Becker.  No.  I  think  we  are  all  in  support  of  4535  and  be- 
lieve that  the  compromise  worked  out  on  IPO's  is  a  good  framework 
for  resolving  it  in  a  disciplined  fashion  where  all  parties  will  have 
an  opportunity  to  have  their  views  heard. 

Mr.  Fields.  If  I  understood  Mr.  Ketchum's  testimony,  he  ques- 
tioned the  need  for  even  a  2-day  waiting  period. 

Mr.  Becker.  I  believe  that  there  was  a  debate  at  various  times 
regarding  whether  or  not  we  shouldn't  just  immediately  with  re- 
spect to  initial  public  offerings  make  them  eligible  for  unlisted 
trading  privileges.  My  recollection  of  the  definition  of  "compromise" 
is  that  no  one  gets  exactly  what  they  want,  and  that  this  is  a  way 
to  solve  that. 

Mr.  Fields.  What  would  be  the  rationale  for  a  2-day  waiting  pe- 
riod? 

Mr.  Becker.  The  2-day  waiting  period  provides  an  opportunity 
for  an  IPO,  which  is  one  of  the  most  sensitive  pricing  moments  in 
the  distribution  of  a  security,  to  have  trading  interest  occur. 

Mr.  Fields.  We  have  been  reading  about  IPO's  in  our  Roll  Call. 

Mr.  Becker.  Regarding  the  ability  to  get  the  security  placed,  get 
it  in  the  hands  of  ultimate  holders  and  have  a  stable  pricing  during 
the  initial  distribution,  it  has  been  argued  that  if  you  have  multiple 
markets  trading  simultaneously  right  when  it  is  brought  to  an  ex- 
change market  that  will  disrupt  the  pricing  process  and  increase 
costs  to  the  distributors  of  a  security. 

Now,  my  testimony  indicates  that  we  have  not  been  persuaded 
yet  by  hard  evidence  that  is,  in  fact,  the  case,  but  we  think  it  is 
sufficiently  credible  that  people  are  concerned  about  the  IPO  proc- 
ess, that  we  support  the  compromise  with  a  brief  window  in  a  pub- 
lic rulemaking  proceeding  whereby  people  can  go  about  trying  to 
marshal  the  data  to  persuade  the  Commission  one  way  or  the  other 
regarding  that  matter. 

Mr.  Fields.  Mr.  Ketchum,  do  you  want  to  give  the  converse  side 
of  it. 

Mr.  Ketchum.  Well,  let  me  first  state  very  clearly  that  we  abso- 
lutely support  the  bill,  and  we  think  it  is  a  sensible  compromise 
and  we  think  that  leaving  it  to  the  SEC's  discretion  is  a  sensible 
way  to  determine  if  there  are  any  investor  protection  or  public  in- 
terest issues  raised  by  an  immediate  commencement  of  unlisted 
trading  privileges  for  regional  exchanges. 

Based  on  our  experience  in  observing  the  third  market  and  how 
they  have  operated  with  respect  to  initial  public  offerings,  we  don't 
think  that  the  SEC  will  find  the  basis  to  reach  that  conclusion,  and 
we  do,  as  we  say,  start  off  with  a  presumption  that  unless  there 
are  very  clear  reasons  to  conclude  otherwise,  that  the  presumption 
should  be  that  you  look  to  increase  competition  and  not  to  place 
barriers  before  it,  so  we  think  that  the  approach  of  the  bill  is  abso- 
lutely appropriate. 

We  hope  the  SEC  will  take  its  responsibilities  and  in  a  short 
time  period  reach  the  conclusion  that  all  markets  should  be  in  on 
day  one. 

Mr.  Fields.  Mr.  Becker,  just  at  the  very  last,  it  is  my  under- 
standing you  have  received  1600  requests  in  1993,  none  were  de- 
nied. In  fact,  in  the  last  decade  you  received  no  comments  on  any 
unlisted  trading  privilege  filings,  so,  you  know,  once  again,  I  want 
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to  commend  everyone  at  the  table  and  those  in  the  room  who  have 
worked  on  this  legislation.  I  was  using  the  securities  industry  as 
an  example  today  to  another  industry  on  how  it  appears  so  much 
of  the  time  the  securities  industry  is  proactive  and  understanding 
the  process  and  it  works  in  a  very  aggressive  way  and  I  com- 
pliment you.  Thank  you,  Mr.  Chairman. 

Mr.  Markey  [presiding].  The  gentleman's  time  has  expired.  We 
are  looking  for  the  same  cooperation  on  derivatives.  We  expect  that 
to  be  resolved  by  the  end  of  July  actually.  That  is  the  kind  of  in- 
dustry they  are.  The  Chair  recognizes  the  gentleman  from  Oregon, 
Mr.  Wyden. 

Mr.  Wyden.  Thank  you,  Mr.  Chairman,  and  Mr.  Fields'  questions 
were  very  helpful  and  I  think  important,  and  let  me,  if  I  might, 
just  follow  up  and  start  with  you,  if  we  could,  Mr.  Giordano.  You 
have  said  that  your  preliminary  studies  disclose  that  a  significant 
amount  of  trading  volume  occurs  particularly  on  the  first  day  of  an 
IPO's  listing. 

Mr.  Chairman,  I  would  like  to  ask  unanimous  consent  to  include 
in  the  record  a  few  tables  that  my  staff  and  I  put  together.  They 
draw  from  information  compiled  by  staff  at  the  Philadelphia  ex- 
change on  a  number  of  recent  IPO's,  and  if  I  could,  I  would  just 
like  to  highlight  for  the  committee  some  of  the  relevant  informa- 
tion. 

Mr.  Markey.  Without  objection,  so  ordered. 

[The  tables  follow:] 
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Mr.  Wyden.  Mr,  Giordano,  you  have  the  table,  don't  you? 

Mr.  Giordano.  Yes. 

Mr.  Wyden.  OK.  On  the  first  table  which  shows  trading  volumes 
on  average,  the  volume  on  day  one  was  over  11  times  as  great  as 
it  was  on  day  three.  The  volume  on  day  one  was  over  26  times  as 
great  as  on  day  six.  The  volume  on  day  one  was  over  500  times  the 
volume  on  day  60.  Now,  even  if  you  were  to  throw  out  one,  let's 
say,  aberrant  IPO  from  day  60,  the  volume  on  day  one  was  still 
over  65  times  as  great  as  on  day  60. 

Further,  the  volume  on  day  one  generally  accounted  for  70  to  80 
percent  of  the  total  volume  of  the  first  3  days,  thereby  showing  how 
important  it  is  for  competitive  balance  for  all  competitors  to  be  able 
to  trade  on  day  one.  What  would  be  your  assessment  of  the  mean- 
ing of  table  one,  I  think  is  what  I  would  like  to  ask  you. 

Mr.  Giordano.  Well,  to  follow  up,  I  guess,  on  the  answer  that 
Mr.  Ketchum  just  gave,  we  believe  that  ultimately  when  the  SEC 
has  an  opportunity  to  analyze  these  studies  and  others  that  we  are 
currently  conducting  they  will  conclude  that  there  would  be  no  ad- 
verse effect  to  any  of  the  exchanges  to  trading  on  unlisted  trading 
privileges  on  day  one.  However,  in  order  to  get  things  moving,  we 
were  willing  to  support  a  compromise  that  suggested  that  for  this 
interim  period  there  be  a  2-day  wait,  and  so  we  are  happy  to  do 
that  and  happy  to  stick  to  that  compromise  and  would  await  the 
opportunity  to  further  support  a  day  one  ability  to  trade. 

We  think  that  the  problem  with  waiting  any  longer  than  that, 
any  longer  than  5  minutes  after  the  opening  or  1  minute  after  the 
opening  is  patterns  begin  to  form  and  competing  exchanges  lose  an 
opportunity  very  early  in  the  process  to  be  part  of  that  pattern  of 
trading,  pattern  of  order  flow  decisions,  and  that  is  what  we  want 
to  prevent,  and  that  is  what  we  want  to  be  part  of 

Mr.  Wyden.  Is  what  I  just  described  in  the  first  table  fairly  typi- 
cal? 

Mr.  Giordano.  I  think  so.  I  think  that  there  is  a  preponderance 
of  volume  in  the  first  couple  of  days.  I  think  our  analysis  would 
show  that  is  fairly  typical. 

Mr.  Wyden.  Look  at  the  second  table,  if  you  would,  showing 
prices  and  time  of  the  first  trade.  The  NASD  traded  on  day  one  in 
14  of  the  15  IPO's  studied  generally  within  about  5  or  10  minutes. 
One  case  NASD  actually  traded  35  minutes  before  the  New  York 
Stock  Exchange,  which  is  something  regionals  have  said  they 
wouldn't  do.  You  can  see  that  the  prices  on  the  two  exchanges, 
again,  are  generally  very  close. 

Mr.  Giordano.  Yes,  that  is  correct. 

Mr.  Wyden.  What  would  be  your  reaction  to  table  two? 

Mr.  Giordano.  Again,  you  are  right,  Congressman  Wyden,  we 
have  agreed  that  if  there  be  any  doubt  about  complications  at  the 
opening,  we  would  be  willing  to  support  the  New  York  Stock  Ex- 
change, but  effective  the  primary  listing  on  that  particular  issue  be 
the  opening  transaction,  be  the  opening  trade,  and  we  would  not 
trade  until  that  particular  trade  took  place  and  then  we  would 
begin  trading  immediately  thereafter,  and  I  think  this  evidence 
again  supports  the  fact  that  the  pricing  with  competitive  issues 
even  in  IPO's  is  going  to  be  very  close. 
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Mr.  Wyden.  Now,  the  third  table  that  we  have  got  there  in  front 
of  you  shows  market  share.  The  New  York  Stock  Exchange  market 
share  hardly  ever  fell  below  95  percent,  even  after  60  days.  The  re- 
gional exchanges  generally  had  about  1  to  2  percent  when  they 
were  allowed  in.  What  would  be  your  reaction  and  any  comments 
you  would  have  on  the  third  table? 

Mr.  Giordano.  Well,  again,  I  think  that  speaks  to  patterns  de- 
veloped and  why  we  think  it  is  important  ultimately  for  the  SEC 
to  conclude,  as  we  have  concluded,  that  trading  in  UTP  should 
commence  immediately  when  trading  begins  on  the  exchange 
where  it  was  listed,  and  if  not,  then  you  are  at  a  disadvantage.  The 
other  exchanges  are  at  a  disadvantage  because  those  patterns  have 
been  established  and  it  becomes  that  much  more  difficult  to  reverse 
some  of  those  patterns. 

Mr.  Wyden.  Mr.  Chairman,  the  reason  that  I  have  asked  that  we 
take  a  look  at  this  sort  of  data  is  that  this  information  clearly  indi- 
cates the  competitive  importance  of  being  able  to  trade  on  the  first 
day.  It  shows  that  you  have  got  other  exchanges  that  are  trading 
IPO's  on  the  first  day,  and  it  is  not  causing  any  adverse  market 
consequences,  and  it  also  shows  that  the  New  York  Stock  Exchange 
still  retains  virtually  all  of  its  market  shares,  so  that  they  are  not 
going  to  be  injured  if  the  regionals  are  allowed  to  trade  on  day  one. 

This  information,  in  effect,  shows  how  substantial  the  competi- 
tive benefits  are  if  there  is  immediate  UTP  and  how  quickly  those 
benefits  fall  off,  even  if  UTP  is  delayed  for  just  one  day,  and  I  ap- 
preciate the  Chair's  indulgence  and  willingness  to  let  us  go  through 
it  because  I  think  this  is — I  would  also  say  for  my  colleagues,  we 
are  going  to  take  a  look  at  it,  but  this  information  deals  with  com- 
pany-specific kinds  of  data,  and  I  think  in  that  sense,  some  of  the 
first  of  its  sort  that  I  have  seen  on  this  issue,  and  I  think  it  is  very 
helpful. 

Mr.  Giordano,  one  other  question  for  you,  if  I  could.  You  know, 
we  do  have  folks  that  come  to  Chairman  Markey's  subcommittee 
and  say  that  this  is  basically  a  turf  battle.  It  is  a  fight  between  the 
various  exchanges,  and  we  would  be  interested  in  your  views  as  to 
who  really  would  be  helped  if  the  regionals  got  immediate  UTP. 

Could  you  sketch  out  in  your  view  what  the  benefit  would  be  for 
investors. 

Mr.  Giordano.  Well,  I  think  the  investor  benefit  is  the  benefit 
that  accrues  to  all  investors  today  as  a  result  of  competition  among 
the  marketplaces  today,  and  all  other  cases  when  there  is  competi- 
tion between  the  New  York  Stock  Exchange,  Philadelphia,  Pacific, 
Boston,  the  over-the-counter  markets,  linked  through  and  with  the 
intermarket  trading  system,  there  is  an  ability  for  any  market  cen- 
ter to  post  a  higher  bid  or  a  lower  offering  enabling  the  public  cus- 
tomer to  receive  a  higher  price  on  a  sale  or  pay  a  lower  price  when 
he  purchases,  and  I  think  that  it  is  the  public  investor  who  ulti- 
mately benefits  the  most  as  a  result  of  this  piece  of  legislation  be- 
cause that  investor  will  have  an  opportunity  from  day  one  to  have 
maximum  competition  for  those  newly  issued  securities. 

Mr.  Wyden.  Now,  the  question  for  you,  if  I  could,  Mr.  Becker, 
Mr.  Giordano  has  indicated  in  his  testimony  that  the  application 
requirement  is  administratively  burdensome.  We  are  talking  about 
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the  current  application  requirement  is  administratively  burden- 
some for  both  the  exchanges  and  the  SEC. 

Could  you  explain  the  kind  of  administrative  burdens  for  the 
agency  and  what  this  process  entails  for  your  folks? 

Mr.  Becker.  Yes.  When  an  application  comes  in,  we  have  to  no- 
tice the  application.  We  have  to  publish  it  in  the  Federal  Register. 
We  have  to  set  up  logs  to  track  the  notice  period.  Once  the  notice 
period  has  run,  we  have  to  generate  an  order  approving  the  un- 
listed trading  privileges  application.  That  all  requires  a  variety  of 
staff  commitments,  things  as  mundane,  Congressman,  as  printing 
costs  to  the  Commission  and  expenses  and  tracking  and  monitor- 
ing. 

I  would  like  to  say  on  a  not  frequent  basis,  but  it  happens,  that 
either  an  application  is  misplaced  or  there  is  an  undue  delay  so 
that  requires  being  tracked  down.  It  is  a  time-consuming,  paper-in- 
tensive process  where  we  have  not  identified  any  commentary  that 
we  have  received  that  would  justify  the  amount  of  resources  we 
commit  to  it. 

Mr.  Wyden.  Let  me  just  ask  one  additional  question  for  you,  Mr. 
Kwalwasser.  In  your  testimony,  you  say  that  a  stock  should  "trade 
in  a  central  location  for  a  short  period  to  help  ensure  market  effi- 
ciency immediately  following  the  IPO."  Do  you  support  the  right  of 
over-the-counter  dealers  and  unregistered  exchanges  to  have  imme- 
diate UTP? 

Mr.  Kwalwasser.  Well,  I  think  when  the  SEC  does  its  rule- 
making proceeding,  which  it  will  do,  that  they  will  be  taking  testi- 
mony or  at  least  getting  input  from  all  members  of  the  industry, 
underwriters  and  investment  bankers  who  will  tell  them  exactly 
what  problems  they  see,  if  any,  and  we  are  not  prepared  to  tell  the 
SEC  what  the  answer  is.  We  think  that  this  rule  making  process 
is  going  to  be  a  valuable  one  where  they  will  get  input  that  will 
help  them  come  to  the  right  conclusion. 

We  have  been  told  by  various  people  that  at  least  for  some  short 
period  of  time  they  find  it  problematic  if  they  are  going  to  have  to 
trade  on  more  than  one  market,  and  it  may  be  a  very  short  period 
of  time  that  the  SEC  will  say  that  is  the  correct  procedure  for  or 
maybe  a  longer  time,  but  at  this  point  we  are  willing  to  step  back 
and  let  the  SEC  have  its  rulemaking  process  and  come  to  the  con- 
clusion. 

Mr.  Wyden.  Has  there  been  any  evidence  that  immediate  UTP 
trading  by  these  sorts  of  entities  has  damaged  market  efficiency? 

Mr.  Kwalwasser.  There  are  isolated  instances  where  you  see  at 
various  times  a  price  that  is  far  from  the  opening  price  that  trades 
on  the  New  York  Stock  Exchange  because,  frankly,  most  of  the  vol- 
ume is  concentrated  on  the  exchange,  and  it  sometimes  takes  some 
time  to  work  out  between  the  people  who  want  to  buy  and  the  peo- 
ple who  want  to  sell  to  get  the  correct  opening  price. 

During  that  period  of  time,  if  there  is  a  trade  that  sets  either  a 
lower  or  a  higher  price,  you  have  the  people  who  have  put  in  their 
orders  to  the  exchange  either  withdrawing,  cancelling  their  order 
if  they  think  the  price  that  they  had  offered  is  too  high  or  adding 
orders  on  the  other  side  because  now  they  think  they  can  get  a  bet- 
ter deal,  and  that  then  takes  a  longer  time  for  the  specialist  to 
price  the  final  opening  trade,  and  that  is  what  concerns  us,  and  I 
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think  that  is  what  concerns  the  underwriters,  so  what  that  period 
of  time  is,  I  am  not  sure,  but  we  have  seen  instances. 

Mr.  Wyden.  In  your  opinion,  for  an  IPO,  Mr.  Kwalwasser,  that 
lists  on  NASDAQ  such  as  Apple  Computer,  do  you  think  that  there 
should  be  just  a  single  NASDAQ  market  maker  to  maximize  mar- 
ket efficiency? 

Mr.  Kwalwasser.  We  have  never  looked  to  make  the  over-the- 
counter  market  the  same  thing  as  an  exchange  market.  We  think 
that  each  of  those  markets  has  its  unique  ability  and  certainly  has 
benefited  the  country  by  having  two  markets  that  deal  by  and  large 
with  difi'erent  types  of  securities.  There  are  some  securities,  and 
Apple  is  one  of  them,  that  we  would  love  to  trade  on  the  New  York 
Stock  Exchange.  Nevertheless,  they  have  made  a  determination 
that  they  would  rather  trade  in  the  over-the-counter  market,  but 
we  don't  look,  therefore,  for  the  over-the-counter  market  to  change 
the  way  they  operate  merely  because  a  large  company  decides  to 
trade  in  that  market. 

Mr.  Wyden.  I  have  my  chairman  banging  the  gavel,  but  before 
I  wrap  up,  let  me  just  express  my  thanks  to  you,  Mr.  Kwalwasser. 
I  know  that  there  have  been  some  differences  of  opinion  on  this 
over  the  years,  but  you  all  have  been  very  cooperative  in  terms  of 
working  with  us  and  our  office,  and  I  just  want  to  express  my 
thanks  in  that  regard  and  yield  back,  Mr.  Chairman. 

Mr.  Kwalwasser.  Appreciate  that. 

Mr.  Markey.  The  gentleman's  time  has  expired.  The  Chair  recog- 
nizes the  gentleman  from  Ohio. 

Mr.  OXLEY.  Thank  you,  Mr.  Chairman.  Mr.  Ketchum,  will  all 
NASDAQ  securities  be  included  in  the  improved  system? 

Mr.  Ketchum.  Yes,  as  we  have  proposed  it  to  the  SEC,  all  securi- 
ties will  be  included  in  the  system,  and  the  system  will  accept  limit 
orders  on  a  voluntary  basis  from  all  firms. 

Mr.  OxLEY.  Third  market  makers  and  everybody? 

Mr.  Ketchlovi.  The  system  is  for  the  NASDAQ  stock  market.  It 
does  not  contain  limit  orders  for  the  third  market  makers.  The 
third  market  makers  have  separately  developed  their  own  limit 
order  systems,  and  in  our  reviewing  and  examining  them,  those 
systems  generally,  as  do  regional  exchange  systems,  provide  for  op- 
portunities for  interaction  with  market  orders  that  may  occur  that 
receive  by  third  market  makers  and  most  importantly  they  provide 
primary  market  protection. 

When  there  are  prints  at  the  limit  order  price  on  the  primary 
market,  then  some  or  all  of  those  limit  orders  will  be  executed 
based  on  a  formula. 

Mr.  Oxley.  You  say  in  your  statement  that  displaying  every 
quotation  regardless  of  size  would  distort  the  picture  of  the  market 
an  inside  quotation  is  intended  to  represent.  Could  you  explain 
that  a  little  further  for  the  committee? 

Mr.  Ketchum.  Certainly,  Congressman,  I  would  be  delighted  to. 
As  Mr.  Kwalwasser  indicated  a  second  before,  one  of  the  great 
strengths  of  the  United  States  is  unlike  any  other  country  in  the 
world  or  at  least  any  advanced  modem  country,  we  have  two  major 
competing  markets  with  two  major  competing  market  designs. 

The  NASDAQ  market  is  keyed  off  of  competitive  and  competing 
market  makers.  A  key  benefit  that  market  maker  system  provides, 
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we  believe,  is  depth  and  liquidity  and  most  particularly,  it  involves 
an  expectation  of  the  marketplace  that  those  market  makers  will 
be  willing  to  trade  a  very  substantial  number  of  shares  at  the 
quoted  price — 10,000  20,000,  50,000  or  more  shares  are  expected  by 
major  investors  at  that  price. 

To  the  extent  that  limit  orders  were  reflected  in  that  quotation, 
in  an  order  for  two  or  three  hundred  shares  that  was  ephemeral 
and  did  not  indicate  the  willingness  of  market  makers  to  trade  at 
that  price,  that  simply  turns  upside  down  that  presumption  of  sub- 
stantial liquidity  at  the  quoted  price. 

We  think  that  will  have  an  adverse  effect  in  how  the  market 
works  and  an  adverse  effect  on  both  institutional  and  individual  in- 
vestors. 

Mr.  OXLEY.  Thank  you.  Mr.  Giordano,  I  understand  that  there 
were  a  number  of  lawsuits  filed  regarding  payment  for  order  flow 
and  that  the  Philadelphia  exchange,  and  I  think  Cincinnati  and 
other  regional  exchanges  were  named  as  defendants.  Could  you 
bring  us  up  to  date  on  the  status  of  those  lawsuits. 

Mr.  Giordano.  I  am  not  sure  that  we  were  a  defendant  in  any 
of  those  lawsuits.  Congressman. 

Mr.  OxLEY.  Were  some  of  the  other  regionals? 

Mr.  Giordano.  I  am  not  sure  of  that.  I  know  there  were  lawsuits 
and  I  know  there  were  lawsuits  by  customer.  I  guess  class  action 
type  lawsuits  regarding  payment  for  order  flow  against  some  firms. 
I  am  aware  of  that,  but  I  am  not  aware  of  which  exchanges  were 
named.  I  don't  believe  we  were  named.  I  hope  we  were  not  named. 

Mr.  OxLEY.  Thank  you,  Mr.  Chairman. 

Mr.  Markey.  The  gentleman's  time  has  expired. 

Any  of  the  witnesses  who  would  like  to  may  answer  this  ques- 
tion. As  you  know,  one  of  the  issues  before  this  subcommittee  has 
been  examining,  in  our  oversight  hearings,  the  desirability  of  mov- 
ing from  trading  increments  of  one-eighth  of  a  dollar,  12-and-a-half 
cents,  down  to  a  decimal-based  pricing  system,  increments  of  a 
penny  or  a  nickel. 

The  Market  2000  report  calls  for  a  move  from  eighths  to  six- 
teenths to  six  and  a  quarter  cents,  as  an  interim  step,  and  ulti- 
mately moving  to  decimals.  Mr.  Ketchum,  if  we  can  begin  with  you, 
your  prepared  testimony  states  that  the  NASD  has  reservations 
about  moving  to  decimal  pricing  because  it  is  concerned,  quote, 
"that  any  proposal  to  move  to  a  decimal  pricing  system  could  re- 
duce overall  liquidity  by  negatively  affecting  market  maker  profit- 
ability." 

Last  year,  however,  you  told  the  subcommittee  in  response  to 
post  hearing  questions  that  "while  a  decimal-based  pricing  system 
for  equities  is  often  suggested  as  a  way  to  improve  price  competi- 
tion and  reduce  spreads,  it  is  unlikely  that  price  competition  and 
the  spreads  actually  being  paid  by  investors;  that  is,  spread  real- 
ized by  dealers  would  significantly  change." 

As  a  result,  you  said  that,  and  I  again  quote,  "dealers  would  re- 
ceive the  same  competitively  determined  profit,  level  of  profit  that 
they  receive  now."  Why  is  it  that  last  year  NASD  thought  that  dec- 
imal pricing  wasn't  beneficial  for  investors  because  it  wouldn't 
achieve  the  stated  objective  of  reduced  dealer  spreads  and  this  year 
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the  NASD  argues  against  it  on  the  basis  that  it  will  be  all  too  suc- 
cessful in  reducing  the  spreads. 

Mr.  Ketchum,  Clearly,  Chairman  Markey,  we  have  become  more 
thoughtful  in  the  last  year. 

Mr.  Markey.  In  my  first  year  of  law  school  in  civil  procedure  the 
professor  gave  us  6  hours  to  answer  the  exam,  and  there  was  only 
one  question,  and  it  was  20  pages  long,  and  we  had  one  sheet,  one 
side  of  one  piece  of  loose  leaf  in  6  hours  to  answer  the  civil  proce- 
dure exam.  He  gave  us  6  hours  to  answer  it.  He  told  us  at  the  end, 
near  the  end  of  the  exam,  the  final  5  minutes  he  got  a  little  bit 
disturbed  sometimes  when  students  would  start  crossing  key  words 
out  of  their  answer,  words  like  "not",  he  was  disturbed  that  they 
weren't  quite  confident  as  to  what  the  answer  was. 

As  you  crossed  the  word  not  out  of  your  exam  book,  testifying 
here  today,  we  are  naturally  inquisitive  as  to  what  could  have  been 
the  basis  of  such  a  dramatic  turnabout. 

Mr.  Ketchum.  Well,  let  me  try  to  respond  in  under  6  hours. 

Mr.  Markey.  On  one  page  double-spaced. 

Mr.  Ketchum.  On  one  page  double-spaced.  First,  let  me  say  that 
we  believe  the  SEC's  recommendation  to  move  to  sixteenths,  at 
least  part  of  it  in  respect  to  trades  is  absolutely  correct.  In  fact,  we 
have  already  done  it.  Trades  are  occurring  in  sixteenths  today,  and 
they  should  be  reported  in  that  way. 

With  regard  to  a  move  to  sixteenths  in  quotes,  we  think  there 
are  very  strong  arguments  that  should  occur.  We  are  going  to  look 
very  closely  at  that  and  bring  it  to  our  board  in  the  next  few 
months.  With  respect  to  decimals,  we  see  one  of  two  possibilities 
here,  neither  of  which  strikes  us  as  clearly  worth  the  effort  in  the 
midst  of  what  we  feel  is  much  more  important  industry  initiatives. 

On  the  one  hand,  I  do  personally  think  it  is  very  likely  that  a 
move  to  decimals  will  have  no  significant  change  in  the  way  mar- 
ket makers  or  exchange  markets  quote.  I  think  it  is  very  likely  that 
instead  of  quoting  in  eighths  they  will  quote  in  10-cent  increments. 
Some  of  the  time  that  may  be  slightly  better,  some  of  the  time  it 
may  be  slightly  worse,  a  30  rather  than  .25  with  respect  to  quar- 
ters, and  it  is  not  clear  to  me  that  customers  will  benefit  one  way 
or  another,  that  the  initial  premise  of  the  Commission  that  spreads 
will  reduce  in  and  of  itself  is  a  correct  premise. 

Mr.  Markey.  Mr.  Becker,  are  you  nodding  your  head  in  approval 
of  the  conclusion  that  Mr.  Ketchum  has  made? 

Mr.  Ketchum.  He  is  probably  just  sympathizing  with  me. 

Mr.  Becker.  One  of  the  arguments  against  decimalization  which 
the  division  did  not  support  immediately,  it  supported  sixteenths, 
is  that  you  will,  in  effect,  lose  the  ability  to  gain  time  priority  be- 
cause people  will  then  just  quote  a  penny  up  and  the  public  will 
be  disadvantaged  in  getting  their  orders  executed. 

I  think  Mr.  Ketchum  is  right,  however,  that  you  can  still  have 
a  decimal  system  and  a  uniform  definition  of  a  tick  which  would 
be,  for  example,  five  cents  a  share  so  that  the  argument  that  you 
necessarily  have  to  go  to  pennies,  I  think,  is  not  well-founded,  so 
what  I  was  agreeing  with  Mr.  Ketchum  on  is  that  you  can  use  deci- 
mals and  still  have  a  standard  unit  of  quotation  without  nec- 
essarily being  at  the  penny  level. 
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Mr.  Ketchum.  So  on  the  one  side,  if  that  is  all  that  is  going  to 
happen,  it  strikes  me  as  something  that  should  be  left  to  market 
forces  and  a  decision  be  made  rather  than  imposing  costs  on  the 
industry  in  the  midst  of  a  move  to  T  plus  3  and  other  critical 
things  that  are  important  to  increase  safety  and  efficiency  in  the 
industry. 

On  the  other  side,  if  the  SEC's  assumption  is  correct  and  that 
decimals  per  se  reduce  the  spreads  in  a  substantial  manner,  then 
it  strikes  me  that  probably  isn't  the  way  to  conclude  that  we  want 
to  reduce  spreads,  by  changing  the  measurement  system  that  we 
use. 

If  you  look  over  to  London,  although  the  market  differs  in  many 
ways,  the  London  market  operates  in  decimals,  provides  great  li- 
quidity for  the  50  most  actively  traded  stocks  in  London,  and  gen- 
erally provides  inferior  liquidity  to  the  United  States  for  just  about 
any  other  security  traded  there.  That  is  not  a  market  environment 
that  if  it  is  correct  that  I  think  is  desirable,  and  so  I  think  we 
would  just  basically  agree  with  the  New  York  Stock  Exchange,  it 
deserves  a  lot  more  study.  It  is  not  clear  to  us  it  is  worth  a  candle. 

Mr.  Markey.  Let  me  ask  Mr.  Giordano  and  Mr.  Kwalwasser, 
why  wouldn't  investors  benefit  if  the  markets  move  to  a  more  di- 
rect form  of  quote-based  competition  in  which  dealers  could  narrow 
the  bid  as  spread  below  an  eighth. 

Mr.  Kwalwasser.  Well,  as  a  lawyer  I  found  that  a  lot  of  the  eco-' 
nomics  of  this  industry  is  counter  intuitive  to  what  I  think  would 
be  the  right  answer,  and  talking  to  our  economists,  who  are  actu- 
ally doing  a  study  to  try  to  get  some  objective  data  so  that  we  can 
make  an  informed  decision,  one  of  the  trade-offs  is  liquidity. 

As  you  narrow  the  spread  in  a  dealer  market,  dealers  are  less 
likely  to  put  up  funds  to  trade  in  those  stocks  that  have  narrow 
spreads,  especially  if  those  stocks  are  small  stocks,  they  may  rather 
put  money  into  larger  securities,  thereby  preventing  capital  forma- 
tion for  small  companies  that  in  our  market  where  lots  of  liquidity 
is  provided  by  limit  orders  as  the  spread  decreases,  the  size  of  the 
limit  orders  tends  to  decrease,  and  so  there  is  less  liquidity,  so  I 
think  you  can't  only  look  at  a  process  and  say,  well,  if  we  are  now 
going  to  trade  in  six  and  a  quarter  cents  rather  than  12-and-a-half 
cents,  that  the  market  and  the  investors  are  going  to  benefit,  but 
it  is  something  we  ought  to  look  at. 

Mr.  Markey.  Let  me  go  to  Mr.  Giordano,  please,  quickly. 

Mr.  Giordano.  Mr.  Chairman,  I  think  this  is  such  a  fundamental 
change  to  our  way  of  trading  securities  in  this  country,  at  least 
within  the  exchange  environment,  I  think  that  we  just  cannot  walk 
into  it  so  fast.  I  think  the  gut  reaction  that  it  will  reduce  spreads 
is  a  good  thing,  you  know,  is  a  very  simplistic  way  of  approaching 
this  problem  and  the  subject.  Mr.  Becker  said,  even  if  it  was — we 
could  just  go  to  a  nickel  and  not  a  penny,  but  even  at  a  nickel,  con- 
sider the  fact  that  a  professional  now  has  an  opportunity  to  ad- 
vance himself  over  a  public  customer  for  a  relatively  small  penalty 
versus  today's  penalty  of  12-and-a-half  cents,  and  I  think  they  are 
the  kinds  of  questions,  I  think,  we  have  to  ask  ourselves  and  ask 
the  market  as  to  whether  or  not  that  ends  up  being  a  good  thing, 
and,  obviously,  all  the  comments  about  liquidity  and  the  rest  are 
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quite  relevant  here  and  not  to  mention  the  whole  infrastructure 
that  has  to  be  effective. 

Mr.  Markey.  Let  me  ask  you  this,  Mr.  Giordano,  and  maybe  Mr. 
Duffy  could  comment  on  this  as  well,  given  the  fact  that  you  all 
agree  that  there  are  issues  here  that  merit  further  examination, 
have  you  considered  undertaking  a  joint  study  of  the  implications 
of  moving  to  sixteenths  and  the  costs  and  benefits  associated  with 
such  a  move? 

Mr.  Giordano.  Well,  we  certainly  would  consider  it  if  you  asked 
us  to,  certainly. 

Mr.  Markey.  Mr.  Duffy,  would  you  consider  that? 

Mr.  Duffy.  Absolutely,  Mr.  Chairman. 

Mr.  Markey.  OK,  Mr.  Kwalwasser  would  you  consider  a  joint 
study? 

Mr.  Kwalwasser.  We  would  certainly  consider  it,  and  we  intend 
to  share  whatever  report  by  our  economists,  who  are  already  work- 
ing on  the  problem,  with  all  of  the  people  at  this  table  and  all  of 
the  other  markets  participants. 

Mr.  Markey.  But  I  am  just  saying,  capturing  this  post  Cold  War 
spirit  where  we  are  trying  to  act  in  united  ways,  that  we  have  posi- 
tions that  all  could  agree  upon. 

Mr.  Kwalwasser.  I  would  say,  yes,  but  my  theory  in  everything 
that  I  do  is  the  more  people  we  have  involved,  the  less  likely  we 
are  to  come  up  with  something  that  is  valuable. 

Mr.  Markey.  I  appreciate  that,  but  we  can  also  identify  more 
quickly  who  is  not  cooperating,  you  see?  That  is  helpful  from  our 
perspective. 

Mr.  Kwalwasser.  We  would  certainly  cooperate. 

Mr.  Markey.  Mr,  Ketchum,  would  you  mind  working  and  joining 
with  the  others? 

Mr.  Ketchum.  We  would  be  delighted  to  work  in  a  joint  study. 

Mr.  Markey.  Would  that  be  helpful  to  you,  Mr.  Becker,  if  every- 
one worked  together? 

Mr.  Becker.  It  would  be  helpful.  I  do  share  Mr.  Kwalwasser's 
notion  that  if  they  took  the  lead  in  finalizing  their  report  and  then 
worked  in  building  on  that  with  the  others  so  that  we  had  a  joint 
response,  that  could  facilitate  the  dialogue. 

Mr.  Markey.  Would  it  be  possible  for  each  of  you  to  agree  that 
next  January,  that  is  January  of  1995,  would  be  a  good  deadline 
for  all  of  you  to  come  back  with  a  joint  statement  of  what  you  think 
makes  sense  and  to  have  Minority  views  stated  quite  coherently  so 
that  this  committee  would  have  an  understanding  of  where  we  are 
in  terms  of  resolving  differences? 

Would  you  have  any  problem  with  that,  Mr.  Giordano? 

Mr.  Giordano.  We  will  certainly  give  it  a  try,  Mr.  Chairman. 

Mr.  Ketchum.  I  think  that  is  just  fine.  Yes,  we  agree. 

Mr.  Markey.  Mr.  Duffy? 

Mr.  Duffy.  Sure. 

Mr.  Markey.  Mr.  Kwalwasser? 

Mr.  Kwalwasser.  Sure. 

Mr.  Markey.  January  it  will  be,  then.  Let  me  ask,  then,  as  well, 
Mr.  Ketchum,  a  recent  academic  study  by  Professors  William 
Christie  of  Vanderbilt  and  Paul  Schultz  of  Ohio  State,  which  has 
been  widely  reported  in  the  press  and  suggested  that  odd  eighths 
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quotes  were  virtually  nonexistent  for — let  me — I  think  what  I 
should  do  here  is  just  break,  and  I  will  come  right  back  and  just 
finish  up  on  these  questions.  Otherwise,  I  don't  think  we  will  be 
able  to  do  justice  to  it. 

There  is  a  roll  call  on  the  Floor.  We  will  take  a  brief  recess. 

[Brief  recess.] 

Mr.  Markey.  We  will  reconvene.  With  the  eleemosynary  objective 
of  making  it  possible  for  our  witness  panel  to  make  the  3:00  shut- 
tle, if  such  would  be  their  desire,  we  shall  try  to  zero  in  on  the  key 
questions  that  the  subcommittee  at  this  time  feels  should  be  an- 
swered. 

Again,  Mr.  Ketchum,  we  go  back  to  this  academic  study  that  has 
suggested  that  odd  eighths  quotes  were  virtually  nonexistent  for  71 
of  100  most  actively  traded  NASDAQ  stocks,  including  such  popu- 
lar NASDAQ  stocks  as  Apple,  Intel,  Lotus. 

The  study  noted  that  dealers  of  these  71  stocks  almost  always 
quoted  bids  of  eighths,  as  quarter,  half,  three-quarters  or  one,  rath- 
er than  eighth,  three-eighths,  five-eighths  or  seven-eighths.  The  au- 
thors of  the  study  hinted  at  the  possibility  of,  quote,  "an  under- 
stood agreement  by  the  individual  makers  to  avoid  posting  quotes 
at  other  than  even  eighths." 

Mr.  Ketchum,  are  you  familiar  with  the  study  and,  if  so,  do  you 
have  any  comments  on  the  results?  Is  it  true,  as  the  study  seems 
to  suggest,  that  the  inside  spreads  in  many  of  the  most  actively 
traded  NASDAQ  stocks  are  quite  wide  and  that  there  is  very  little, 
quote,  "based  competition  among  NASDAQ  market  makers?" 

Mr.  Ketchum.  Well,  yes,  I  am  familiar  with  the  study.  No,  I 
don't  agree  with  many  of  the  conclusions  of  the  study,  and  I  think 
basically  it  is  off  base  in  its  focus.  With  respect  to  the  suggestion 
of  agreement,  I  think  there  is  absolutely  no  evidence  of  that,  and 
I  don't  believe  it  is  correct.  I  think  the,  quote,  movements  of  those 
securities  reflect  a  couple  of  things. 

First,  the  authors  completely  ignore  transaction  prices,  and 
where  transaction  prices  were  occurring  in  those  securities.  In  fact, 
transaction  prices  in  those  securities  occur  all  day  long  in  eighths 
and  indeed  sixteenths,  and  indeed  we  report  the  sixteenths  as  well, 
and,  in  fact,  our  analysis  of  transaction  price  suggests  there  are 
just  as  many  transaction  prices  from  a  volume  and  weighted  analy- 
sis at  eighths  and  three-eighths  and  five-eighths  and  seven  eighths 
as  there  are  at  halves,  quarters,  and  three-quarters.  So  from  the 
standpoint  of  what  trades  are  actually  occurring  in  the  market- 
place as  what  are  being  negotiated,  it  simply  misses  the  boat. 

With  respect  to — if  I  could  just  get  the  second  piece,  with  respect 
to  the  quotes  themselves,  as  I  indicated  to  an  earlier  question  from 
Congressman  Fields,  we  believe  that  one  of  the  great  strengths  of 
the  NASDAQ  market  is  that  market  makers  are  expected  to  trade 
a  great  deal  of  stock  at  the  quoted  price — 20,  50,000  shares  or 
more.  It  is  not  surprising  with  respect  to  many  extremely  volatile 
securities  that  if  you  are  expected  to  trade  a  great  deal  at  a  price 
that  when  that  price  moves,  it  moves  in  increments  of  a  quarter 
rather  than  increments  of  an  eighth  because  that  reflects  the  next 
price  that  you  are  willing  to  trade  a  lot  of  stock  at.  We  don't  think 
that  suggests  anything  untoward  whatsoever. 
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We  think  it  demonstrates  the  liquidity  that  is  the  strength  of  the 
NASDAQ  market,  and  the  question  of,  quote,  "spreads",  though 
certainly  a  valid  one,  we  think  is  wholly  beside  that  study's  conclu- 
sions. 

Mr.  Markey.  So  you  basically  subscribe  to  the  black  bird  defense 
of  the  activities  in  the  marketplaces  that  when  20  black  birds  are 
sitting  on  the  telephone  wire,  when  one  jumps,  they  all  jump,  or 
if  none  jump,  they  all  sit  there.  And  there  is  kind  of  a  black  bird 
phenomenon  that  occurs  where  they  naturally  all  move  simulta- 
neously and  in  exact  synchronization  with  the  quarter? 

Mr.  Ketchum.  It  is  a  fact  of  price  leadership  in  many  products 
and  many  industries.  Those  quotes  are  not  hidden  nor  hard  to  find. 
They  are  sitting  on  a  screen,  and  the  movement  of  quarter  points 
simply  reflects  economic  reality. 

Mr.  Markey.  So  look  for  the  lead  black  bird  and  expect  for  every- 
one to  follow  that  price  leadership. 

Mr.  Ketchum.  Right. 

Mr.  Markey.  OK.  Mr.  Duffy,  have  you  had  similar  experience  as, 
Mr.  Ketchum,  in  your  market? 

Mr.  Duffy.  With  respect  to  quote  spreads? 

Mr.  Markey.  Yes. 

Mr.  Duffy.  Obviously,  we  have  a  completely  different  system.  I 
made  a  point  in  my  testimony  of  the  fact  that  we  require  exposure 
of  all  limit  orders,  and  inclusion  in  the  quote.  We  haven't  studied 
the  odd  eighths  study  and  don't  have  any  particular  comment  upon 
it.  We  simply  have  noted  previously  that  we  believe  our  auction 
market  system  and  emphasis  on  display  and  exposure  of  all  orders 
results  in  an  advantageous  narrowing  of  the,  quote,  spread  and  the 
possibility  of  price  improvement. 

Mr.  Markey.  OK,  thank  you.  Mr.  Kwalwasser. 

Mr.  Kwalwasser.  Well,  we  haven't  done  a  specific  study,  but  we 
do  know  that  at  least  in  excess  of  50  percent  of  all  quotes  on  the 
New  York  Stock  Exchange  are  at  an  eighth. 

Mr.  Markey.  And  you,  Mr.  Giordano.  How  do  the  quotes  avail- 
able in  your  market  generally  compare  with  those  over  the 
NASDAQ? 

Mr.  Giordano.  Most  of  our  quotes  are  between  the  best  bid  and 
best  offer  that  exist  anywhere  in  the  country,  so  they  tend  to  be 
around  an  eighth  most  of  the  time  through  our  automatic  execution 
systems. 

Mr.  Markey.  Mr.  Ketchum,  press  reports  have  indicated  at  least 
two  of  the  NASDAQ's  most  actively  traded  stocks,  Apple  and 
Microsoft,  have  been  trading  at  higher  and  tighter  spreads  of  an 
eighth  in  recent  weeks.  These  press  reports  further  indicated  that 
this  change  followed  a  meeting  involving  the  NASD  staff  and  sev- 
eral securities  firms  in  which  the  NASD  urged  the  dealers  to  nar- 
row the  spreads  on  these  and  other  well-known  NASDAQ  stocks. 

Are  those  reports  accurate? 

Mr.  Ketchum.  The  press  reports  are  accurate  that  Apple  and 
Microsoft  have  narrowed  their  spreads.  Microsoft  did  so  after  a 
split  of  its  stock.  They  are  also  accurate  that  we  had  a  meeting 
with  market  makers,  which  we  do  on  a  regular  basis,  which  we 
talked  about  quality  of  markets,  and  one  of  the  issues  we  talked 
about  was  urging  the  market  makers  to  go  back  and  take  a  look 
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at  the  economic  justification  for  some  of  the  spreads,  and  we  en- 
couraged them  to  do  so. 

No,  we  did  not  mention  Apple  Computer  or  Microsoft  or  any 
other  particular  stocks.  We  urged  them  to  look  at  their  spreads  and 
consider  opportunities  to  reduce  them.  We  also  looked  and  urged 
other  efforts  to  encourage  better  quality  markets,  pretty  similar  to 
what  primary  exchange  markets  do  with  their  specialists  on  a  reg- 
ular basis. 

Mr.  Markey.  a  May  30,  1994  article  in  Securities  Week  quotes 
a  NASDAQ  market  maker  that  reportedly  met  with  you  and  other 
senior  NASD  staff  describing  the  meeting  in  this  fashion,  "If  we 
don't  narrow  our  spreads,  we  are  going  to  have  more  and  more 
companies  placing  their  listings  on  other  exchanges  and  on  top  of 
that,  the  NASD  is  going  to  regulate  us,  so  why  don't  we  do  it  our- 
selves." Are  you  trying  to  jawbone  the  dealers  into  narrowing  the 
spreads? 

Mr.  Ketchum.  We  are  trying  to  jawbone  our  dealers  regularly 
into  providing  the  best  quality  markets  we  can,  yes.  We  did  then, 
we  have  done  it  in  the  past,  we  intend  to  do  it  in  the  future. 

Mr.  Markey.  If  that  doesn't  happen  is  the  NASD  prepared  to 
take  regulatory  action  to  force  them  to  be  narrowed? 

Mr.  Ketchum.  We  have  made  no  consideration  of  taking  regu- 
latory action  to  narrow  spreads. 

Mr.  Markey.  Would  it  be  necessary,  do  you  think,  if  it  doesn't 
happen  voluntarily  through  jawboning? 

Mr.  Ketchum.  No,  I  don't  think  it  is  necessary.  I  think  one  prob- 
lem here  is  the  spreads  from  our  standpoint,  it  is  a  very  small  part 
of  the  overall  picture.  We  are  more,  far  more  interested  in  the  over- 
all trade-to-trade  variation  in  price,  which  we  are  quite  pleased  of 
in  the  NASDAQ  market  and  the  overall  liquidity,  the  amount  of 
shares  you  can  trade  at  a  price. 

Spreads  is  one  part  of  the  quality  of  the  market.  We  intend  to 
work  on  all  parts  of  the  quality  of  the  market.  If  we  find  factors 
that  suggest  that  additional  regulation  is  necessary,  we  won't  hesi- 
tate to  take  action,  but  one  thing  we  like  about  a  competitive  mar- 
ket maker  system  is  that  you  first  depend  on  competition  and  only 
depend  on  regulation  where  necessary. 

Mr.  Markey.  Does  the  NASD's  examination  program  have  any 
components  that  would  uncover  activity  of  the  type  described  in 
that  article? 

Mr.  Ketchum.  Our  automated  surveillance  system  regularly 
looks  at  spread  prices  and  movements  with  regard  to  individual 
market  makers.  The  fact,  as  I  indicated,  that  market  makers  tend 
to  in  some  stocks  move  in  quarter  point  increments  from  our  stand- 
point simply  does  not  indicate  anything. 

Mr.  Majikey.  Are  you  examining  your  member  firms  for  evidence 
of  an  agreement  between  market-makers  to  avoid  posting  quotes  at 
other  than  even  eighths? 

Mr.  Ketchum.  Yes,  we  regularly  look  for  any  agreement  that 
would  be  anti-competitive. 

Mr.  Markey.  What  is  the  form  of  the  inquiry  which  you  make 
into  that  subject?  What  is  the  process  that  you  use? 

Mr.  Ketchum.  The  only  process  you  can  use  is  to  take  a  look  at 
the  trading  that  occurs  to  see  if  there  are  any  suspicious  patterns. 
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and  to  investigate  any  complaint  that  is  made  with  respect  to  sug- 
gestion that  market  makers  are  encouraged  to  act  as  a  group.  We 
have  never  received  such  a  complaint. 

Mr.  Markey.  ok.  So  you  have  no  evidence  of  wrongdoing  what- 
soever? 

Mr.  E^ETCHUM.  We  have  no  evidence  of  wrongdoing;  that  is  cor- 
rect. 

Mr.  Markey.  OK,  thank  you.  Mr.  Becker,  the  GAO  report  on 
market  fragmentation  that  the  subcommittee  received  last  year 
recommended  that  the  SEC  develop  a  strategy  for  periodically  mon- 
itoring the  effects  of  market  fragmentation. 

As  part  of  the  strategy,  the  GAO  recommended  that  the  SEC  de- 
velop information  on  trends  in  the  achievement  of  best  price.  Based 
on  the  issues  raised  by  this  recent  academic  study,  will  the  SEC 
now  take  steps  to  implement  this  recommendation? 

Mr.  Becker.  We  have  taken  steps  to  implement  that  rec- 
ommendation in  that  we  have  in  the  Market  2000  study  suggested 
that  member  firms,  broker  dealers  as  well  as  the  markets,  periodi- 
cally assess  the  quality  and  nature  of  the  executions  that  they  re- 
ceive. 

In  that  connection,  I  think  my  testimony  and  that  of  the  other 
members  of  the  panel  indicated  agreement  with  that  approach  and 
that  they  all  endorse  the  fact  that  member  firms  should  be  evaluat- 
ing the  quality  of  those  markets.  We  are  in  a  dialogue  with  the 
SRO's  about  how  to  make  that  operational  in  terms  of  ensuring 
that  the  broker  dealers  are  doing  that  on  a  periodic  basis. 

Mr.  Markey.  Do  you  have  a  process  to  examine  the  issues  raised 
by  the  Christie-Schultz  study? 

Mr.  Becker.  I  don't  have  a  process  to  address  that  particular 
study.  We  certainly  have  a  process  to  oversee  what  the  NASD  does 
in  monitoring  the  activities  of  their  market  makers. 

Mr.  Markey.  You  are  satisfied  that  all  the  issues  that  were  im- 
plicated in  that  study  are  being  addressed  in  your  overview  of  this 
subject  area? 

Mr.  Becker.  I  am  satisfied  that  we  have  the  mechanism  to  ad- 
dress those  issues.  The  structural  question  which  I  think  you  are 
getting  to  is  what  kinds  of  incentives  do  you  have  for  people  to  nar- 
row the  quote,  and  we  try  pretty  aggressively  in  Market  2000  in 
terms  of  increasing  the  transparency  of  the  SelectNet  system,  not 
trading  ahead  of  customers,  increasing  the  ability  of  people  to  get 
their  orders  displayed,  opportunities  for  price  improvement  to  pro- 
vide that  opportunity  for  people  to  narrow  the  quote,  and  I  think 
those  kinds  of  structural  steps  could  be  the  most  effective  ones,  be- 
cause in  our  experience  providing  avenues  for  markets  to  work  is 
better  than  trying  to  bang  on  individuals  in  a  post  hoc  basis. 

Before  the  break,  regarding  the  conversation  that  suggested  wide 
spreads  are  good  for  liquidity — we  think  that  encouraging  narrow 
spreads  is  a  good  idea. 

Mr.  Markey.  OK.  The  Market  2000  study,  Mr.  Kwalwasser, 
notes  that  decisions  for  the  routing  of  many  small  orders  are  often 
predetermined  based  upon  established  relationships  and  consider- 
ation of  factors  such  as  speed  and  execution  of  costs.  This  occurs 
because  all  markets  must  guarantee  execution  at  the  best  dis- 
played bid  or  offer.   Nevertheless,  the  Market  2000  Report  rec- 
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ommends  that  broker-dealers  regularly  examine  the  quality  of  com- 
peting markets  to  verify  that  their  orders  are  receiving  the  most 
advantageous  treatment. 

What  progress  has  been  made,  Mr.  Kwalwasser,  to  insure  that 
broker-dealers  are  making  such  an  examination? 

Mr.  Kwalwasser.  Well,  one  of  the  problems  is  defining  what 
best  execution  is.  As  the  Market  2000  Report  points  out,  that  the 
best  price  is  not  always  the  best  execution  if  you  take  speed  and 
liquidity  into  account,  so  that  most  brokers  that  we  know  look  to 
make  sure  that  they  did  a  trade  that  is  at  least  equal  to  the  best 
bid  and  offer. 

To  the  extent  that  we  do  examinations,  that  is  one  of  the  things 
that  we  look  at  is  to  make  sure  that  trade  was  done  at  the  best 
bid  or  the  best  offer.  We,  in  fact,  do  not  entirely  agree  with  that 
definition,  but  until  we  can  get  a  change  or  an  agreement  on  a  dif- 
ferent definition,  and  the  definition  that  we  think  is  the  ability  to 
get  price  improvement  in  any  trade  where  price  improvement 
should  be  available,  even  in  eighth  point  markets,  because  if  you 
are  a  customer  in  our  market  and  you  send  in  an  order,  two  cus- 
tomer orders  are  going  to  meet  so  at  least  one  of  those  customers 
is  going  to  get  price  improvement  even  in  eighth  point  markets. 

It  is  also  one  of  the  bases  that  we  feel  that  payment  for  order 
flow  should  be  banned  because  in  a  dealer  market  customers  meet 
the  dealer  rather  than  customers  meeting  customers. 

Mr.  Markey.  ok.  Mr.  Ketchum.  What  factors  should  they  be 
evaluating  in  examining  whether  they  are  receiving  their  best  exe- 
cution through  automatic  routing  and  trade  executions? 

Mr.  Ketchum.  Well,  I  think  underlying  to  the  SEC's  rec- 
ommendation is  that  we  should  be  looking  at  all  those  factors.  We 
should  be  insuring  that  an  order  routing  firm,  in  making  its  deci- 
sion as  to  what  market  it  routes  orders,  to  is  looking  at  the  overall 
quality  receipts,  not  necessarily  with  the  care  of  evaluating  on  any 
particular  execution,  but  assuring  itself  that  the  executions  it  has 
received  with  respect  to  the  markets  it  is  routing  orders  are  equiva- 
lent to  those  it  receives  in  other  markets  and  that  combined  with 
the  service  is  providing  a  benefit  to  customers,  so  I  think  you  look 
at  liquidity,  you  look  at  price,  you  compare  that  with  the  quoted 
price,  and  you  look  at  opportunities  for  price  improvement,  the  op- 
portunities with  respect  to  competing  markets  and  listed  securities 
which  exist  in  each  of  those  competing  markets. 

Mr.  Markey.  OK.  What  are  you  doing  to  ensure  that  takes  place? 

Mr.  Ketchum.  Well,  with  regard  to  our  member  firms  who  are 
third  market  makers  and  competing  in  among  other  markets  for 
order  flow,  we  take  a  look  at  the  quality  of  executions  they  provide. 
We  take  a  look  at  whether  they  provide  an  opportunity  for  price 
improvement,  we  insure  that  executions  are  not  occurring  away 
from 

Mr.  Markey.  How  many  people  are  responsible  for  that  at 
NASD,  for  looking  at  that  particular  issue? 

Mr.  Ketchum.  We  have  in  our  market  surveillance  area  a  group 
ranging  in  times  from  three  to  seven  persons  that  are  looking  at 
it,  and  then  our  examining  staff  examines  in  each  district. 

Mr.  Markey.  Why  is  there  a  three  to  seven  range,  why  is  that? 

Mr.  Ketchum.  Because  they  move  off  into  a  variety  of  activities. 
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Mr.  Markey.  So  three  is  the  minimum? 

Mr.  Ketchum.  Three  is  the  minimum  to  take  a  look  at  third- 
market  activities.  Over  and  above  that  the  primary 

Mr.  Markey.  What  would  trigger  seven? 

Mr.  Ketchum.  Seven  would  be  triggered  if  there  was  a  particular 
review  going  on  with  respect  to  those  entities,  but  the  primary  re- 
view of  this  activity  occurs  through  broker-dealer  examinations. 
That  is  with  a  group  of  examiners,  again  which  can  range  from  one 
or  two  to  a  few  more,  but  these  are  generally  small  activities,  will 
go  in  and  take  a  look  at  the  trading  activity  on  an  annual  basis. 

Mr.  Markey.  All  right,  I  have  a  final  question.  I  am  going  to  ask 
each  of  you  to  respond  to  it,  and  then  I  am  going  to  ask  each  of 
you  to  give  me  a  one-minute  summation  of  what  you  want  us  to 
remember  from  this  hearing,  if  you  could. 

Again,  Mr.  Ketchum,  I  am  pleased  that  the  NASD  has  put  for- 
ward a  rule  to  eliminate  the  so-called  "Manning  safe  harbor", 
which  allowed  firms  to  trade  ahead  of  customer  limit  orders  if  they 
disclosed  that  they  engaged  in  this  practice.  At  the  same  time,  I 
see  that  the  NASD  is  still  considering  whether  or  not  to  extend  the 
trading  ahead  prohibition  to  include  customer  orders  received  from 
another  member. 

Can  you  explain  what  possible  objection  there  could  be  to  this  re- 
form? Why  is  it  not  OK  to  trade  ahead  of  your  own  customer's  limit 
order,  but  OK  to  trade  ahead  of  a  customer's  order  you  received 
from  another  firm? 

Mr.  Ketchum.  First,  that  piece  of  the  pie  had  never  been  a  part 
of  the  Manning  decision,  so  it  was  a  new  subject  reviewed  that  had 
not  been  reviewed  before.  Undoubtedly,  there  should  be  standards 
and  restrictions  to  how  executions  of  customer  limit  orders  occur 
with  respect  to  orders  that  are  handed  from  one  member  to  another 
member  firm. 

In  those  orders  there  is  no  commission  paid  when  those  orders 
are  handed  from  one  member  firm  to  another  member  firm  as  they 
are  when  they  are  sent  down  to  the  floor  of  an  exchange.  Therefore, 
to  require  that  the  firm  not  be  able  to  trade  at  the  same  price  effec- 
tively puts  the  firm  in  a  situation  where  it  is  guaranteed  to  lose 
money  with  respect  to  the  trades.  That  seemed  to  be  a  little  un- 
usual from  a  market  structure  standard  to  design  an  environment 
where  a  firm  was  guaranteed  to  lose  money,  and  for  that  reason, 
and  at  the  same  time  because  of  the  board's  concern  that  customer 
limit  orders  be  protected,  it  was  felt  best  to  have  a  limit  order  task 
force  look  at  the  issue. 

They  are  completing  that  review.  They  intend  to  provide  their 
initial  recommendations  to  the  board  in  July,  and  the  board  is  com- 
mitted to  make  a  decision  and  to  forward  a  rule  filing  that  address- 
es its  position  in  this  area  to  the  commission  in  September. 

Mr.  Markey.  Thank  you.  Mr.  Becker,  what  is  the  SEC's  view  on 
this  subject? 

Mr.  Becker.  The  division  took  the  view  that  people  should  not 
trade  ahead  of  their  customers'  orders. 

Mr.  Markey.  Even  if  they  are  received  from  another  firm? 

Mr.  Becker.  Even  if  they  are  received  from  a  third  party.  That 
was  the  staff  recommendation.  The  NASD  is  proceeding  in  an  or- 
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derly  fashion,  as  we  understand,  and  we  are  looking  forward  to  the 
response  in  September. 

Mr.  Markey.  Mr.  Kwalwasser,  what  is  the  New  York  Stock  Ex- 
change s  view  on  this  subject? 

Mr.  Kwalwasser.  We  have  traditionally  and  always  taken  the 
^ty  *w  ^  y°^  cannot  trade  ahead  of  your  customers'  limit  orders 

Mr.  Markey.  OK,  thank  you.  Mr.  Duffy. 

Mr.  Duffy.  Our  rule  has  traditionally  been  exactly  the  same. 

Mr.  Markey.  Thank  you.  You,  Mr.  Giordano. 

Mr.  Giordano.  We  have  the  same  rules  in  all  of  our  markets 
stock  options  as  well  as  currency  options. 

Mr.  Markey.  OK,  thank  you.  Needless  to  say,  I  think  we  are  all 
headmg  m  that  direction.  The  mutual  fund  industry  is  voluntarily 
agreemg  that  their  portfolio  managers  can't  trade  ahead  of  their 
customers.  We  are  seeing  a  trend  developing  here 

Mr.  Ketchum.  It  is  a  different  trading  ahead. 

Mr.  Markey.  A  different  trading  ahead,  but  nonetheless,  the  gen- 
eral principle  of  using  that  extra  information  is  the  same. 

Mr.  Ketchum.  Firms  should  not  take  advantage  of  customers  or 
operate  in  a  way  that  is 

Mr.  Markey.  Even  if  they  are  mutual  funds,  you  shouldn't  take 
advantage  of  them. 

Mr.  I^TCHUM.  They  certainly  shouldn't  in  that  situation,  either. 

Mr.  Markey.  Mr.  Becker,  Mr.  Kwalwasser's  prepared  testimony 
suggests  that  rule  390  does  not  play  a  significant  role  in  a  member 
tirm  s  decision  to  trade  outside  this  country.  He  suggests  that  firms 
trade  non-U.S.  stocks  in  the  home  country  market  after-hours  or 
carry  out  cost-sensitive  trades  aimed  at  avoiding  section  31  fees 
such  as  certain  program  trades  or  so-called  dividend  roles  aimed  at 
capturing  dividend  income. 

What  is  your  response  to  that? 

Mr.  Becker.  Mr.  Kwalwasser  is  undoubtedly  correct  that  some 
trades  are  done  overseas  to  avoid  regulatory  costs  in  the  United 
States,  particularly  transaction  fees.  However,  at  least  at  the  staff 
level,  I  did  not  find  persuasive  the  argument  that  said  there  are 
other  reasons  why  we  go  offshore  in  addition  to  390.  If  it  is  not  a 
significant  item,  then  it  is  not  a  significant  item  and  people 
shouldn  t  be  precluded  from  doing  business  in  the  United  States 

Having  said  that,  the  Market  2000  report  was,  at  the  same  time 
very  specific,  I  think,  of  encouraging  efforts  by  the  primary  mar- 
kets to  develop  their  own  after-hours  trading  systems  so  that  they 
could  try  and  recapture  that,  and  then  in  the  absence  of  those  sys- 
tems, having  a  rule  that  per  force  of  that  rule  prohibited  people 
trom  executing  transactions  in  the  United  States  didn't  sound  good 
to  us.  ^ 

Mr.  Markey.  Mr.  Kwalwasser,  are  you  prepared  to  move  forward 
on  adjusting  rule  390  for  after-hours  trades? 

Mr.  Kwalwasser.  Well,  what  we  think  is  that  we  ought  to  meet 
with  the  Commission  and  staff  and  show  them  the  information  that 
we  have  because  we  think— in  fact,  we  believe  we  know  that  it  is 
not  just  a  small  number  of  trades. 

Half  of  the  trades  that  take  place  are  in  stocks  that  are  not  sub- 
ject to  390.  Twenty  percent  of  the  trades  are  while  we  are  open 
Almost  50  percent  of  the  trades  are  done  as  agency,  and  they  are 
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already  able  to  trade  an3rwhere  anytime  and  bring  those  trades  into 
the  United  States,  so  we  think  that  the  evidence  is  overwhelming 
that  390  is  not  the  reason  that  almost  all  of  the  trading  that  takes 
place  overseas  takes  place  there  and  we  will  be  exploring  that  with 
the  Commission  staff. 

Mr.  Markey.  When  you  will  be  exploring  it  with  the  Commis- 
sion? 

Mr.  KWALWASSER.  Within  the  very  near  future. 

Mr.  Markey.  Mr.  Ketchum,  what  are  your  views  on  this? 

Mr.  Ketchum.  We  believe,  as  I  indicated  in  our  testimony,  that 
the  trading  is  already  occurring  overseas.  It  occurs  for  many  rea- 
sons, both  news  in  the  security  and  particular  trading  strategies 
that  are  involved.  It  simply  makes  no  sense  to  put  arbitrary  re- 
strictions that  doesn't  occur  in  the  United  States.  It  is  a  dealer 
market  there.  It  will  be  a  dealer  market  here  after  hours,  why  force 
it  to  be  overseas? 

Mr.  Markey.  Thank  you.  Well,  let's  move  to  our  summary  state- 
ments, one  minute  if  we  could  from  each  of  you  on  the  issues  that 
we  have  been  discussing  and  on  what  you  want  this  subcommittee 
to  remember  as  we  move  forward.  Let's  begin  with  you,  if  we  could, 
Mr.  Duffy. 

Mr.  Duffy.  Thank  you,  Mr.  Chairman.  I  do  appreciate  the  oppor- 
tunity to  comment  here  today.  I  think  I  will  try  to  focus  at  the  end 
on  the  particular  items  that  we  emphasized  in  our  testimony.  We 
think  it  is  imperative  that  markets  provide  meaningful  require- 
ments for  limit  order  display  to  provide  for  best  execution,  and  the 
maximum  amount  of  liquidity.  We  are  in  the  forefront  of  attempt- 
ing to  experiment  with  trading  in  sixteenths  and  look  forward  to 
participating  in  further  discussions  on  that  issue,  and  finally  we 
are  very  concerned  to  continue  to  emphasize  not  to  change  the 
dealer  market  to  an  auction  system,  but  rather  to  import  into  a 
mature  listed  NASDAQ  marketplace  some  of  the  auction  market 
trading  principles  that  we  have  found  to  serve  investors  extremely 
well  over  the  years.  Thank  you. 

Mr.  Markey.  Mr.  Kwalwasser. 

Mr.  Kwalwasser.  That  the  markets  are  functioning  well,  the 
current  structure  works,  that  investors  are  being  treated  fairly  in 
the  current  structure,  that  the  SEC's  staffs  recommendations, 
though  incremental,  are  very  important,  that  they  deserve  appro- 
priate study,  and  that  study  should  be  done  with  respect  to  inves- 
tor protection  and  to  make  sure  that  the  capital  raising  process  of 
this  country  is  not  derailed  by  merely  making  change  for  change's 
sake,  but  that  it  is  informed  and  knowledgeable  change. 

Mr.  Markey.  Mr.  Becker. 

Mr.  Becker.  We  support  4535  and  hope  to  see  its  prompt  adop- 
tion and  implementation.  The  markets  aren't  in  crisis  so  we  do 
have  a  little  time  to  be  careful  and  make  sure  we  get  the  answers 
right.  The  Commission  and  the  staff  are  working  in  an  orderly 
fashion  with  the  industry  to  address  those  items  that  were  more 
controversial,  and  finally  the  day  that  you  receive  testimony  from 
dealers  and  market  makers  that  narrower  spreads  are  good  for 
them  is  the  day  that  you  should  look  forward  to,  whether  or  not 
it  is  in  Government  securities  or  debt  securities  or  otherwise. 
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It  has  always  been  a  challenge  for  this  industry  and  for  the  Com- 
mission and  the  Congress  to  get  the  industry  to  move  forward  with 
heightened  transparency  and  narrower  spreads,  but  it  traditionally 
has  been  to  the  benefit  of  both  the  industry  and  to  the  public.  That 
is  not  a  clarion  call  for  a  head-long  rush  without  careful  consider- 
ation, whether  it  is  by  economists,  traders  or  lawyers,  but  it  is  a 
reflection  of  the  fact  that  it  has  always  been  a  struggle  to  get  better 
transparency  in  the  markets  and  we  have  to  remain  vigilant  about 
that. 

Mr.  Markey.  Thank  you.  Mr.  Ketchum. 

Mr.  Ketchum.  I  think  the  important  points  to  note  is  through 
congressional  leadership  over  many  decades  and  the  emphasis  of 
competition,  we  have  the  strongest  securities  markets  in  the  world, 
and  those  markets  provide  the  greatest  fuel  for  capital  raising  in 
any  country  in  the  world.  The  Commission  sets  forth  recommenda- 
tions in  three  areas — enhanced  transparency  where  that  is  appro- 
priate, increased  competition,  enhanced  opportunities  for  best  exe- 
cution— all  of  which  are  goals  that  each  of  the  markets  should  be 
held  up  to  on  a  constant  basis.  They  are  goals  that  we  at  NASDAQ 
commit  to. 

The  mistake,  we  believe,  would  be  to  simply  conclude  that  the 
same  solutions  that  work  for  auction  markets  are  always  the  ap- 
propriate solutions  for  an  interdealer  market.  The  staff  study  was 
appropriate  in  recognizing  that  difference.  We  believe  the  appro- 
priate thing  is  to  look  at  the  goals  and  identify  the  best  solutions 
for  that  type  of  market  for  both  public  investors,  institutional  in- 
vestors, and  issuers. 

Mr.  Markey.  Thank  you,  Mr.  Ketchum.  And  you,  Mr.  Giordano. 

Mr.  Giordano.  Just  a  simple  thank  you,  Mr.  Chairman,  on  be- 
half of  the  exchanges  in  California,  Chicago,  Boston,  and  Philadel- 
phia. Thank  you,  first  of  all,  for  your  leadership  on  this  committee 
and  your  colleagues'  willingness,  sincere  willingness  to  adopt  legis- 
lation that  is  long,  long  overdue  and  important  to  our  marketplace, 
a  sincere  thank  you  also  to  my  colleagues  and  the  institutions  they 
represent  for  supporting  this  legislation,  and  we  are  very  happy 
that  we  have  gotten  this  far  and  look  forward  to  finally  crossing 
the  finish  line,  so  to  speak,  so  thank  you. 

Mr.  Markey.  Thank  you,  Mr.  Giordano.  The  fact  that  you  didn't 
mention  Cincinnati  probably  tells  the  subcommittee  we  should 
learn  more  about  the  Cincinnati  exchange,  and  I  think  we  will  do 
that,  so  we  can  give  them  the  attention  which  they  probably  de- 
serve and  haven't  been  getting.  So  we  will  do  that. 

Mr.  Becker.  Something  we  all  look  forward  to. 

Mr.  Markey.  The  subcommittee  intends  to  move  forward,  Mr. 
Giordano  and  everyone,  with  a  mark  up  of  H.R.  4535  as  early  as 
next  week  if  we  can  schedule  it,  and  it  is  my  hope  that  we  will  be 
able  to  schedule  full  committee  markup  and  House  Floor  action  by 
the  middle  of  July. 

The  cooperation  of  the  various  parties  that  have  testified  before 
us  today  has  made  it  possible  for  the  subcommittee  to  process  this 
legislation  in  a  consensus  fashion,  and  I  expect  that  we  will  be  able 
to  send  this  legislation  to  the  President's  desk  before  the  end  of 
this  session.  I  want  to  commend  all  of  the  witnesses  for  their  will- 
ingness to  work  with  the  gentleman  from  Oregon,  Mr.  Wyden,  with 
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Mr.  Fields  and  me,  Mr.  Dingell,  Mr.  Moorhead  and  all  the  mem- 
bers of  the  subcommittee  so  that  we  can  assure  that  the  legislation 
is  put  in  a  form  which  all  parties  can  agree  to. 

With  respect  to  Market  2000,  I  am  pleased  to  see  that  the  SEC 
is  moving  forward  on  several  rule  makings  that  were  recommended 
in  the  study,  and  I  trust  that  final  action  on  these  rules  will  be 
forthcoming  in  the  near  future. 

At  the  same  time,  the  subcommittee  has  heard  that  the  self-regu- 
latory organizations  are  still  studying  several  of  the  recommenda- 
tions calling  for  changes  in  the  rule  practices.  I  would  hope  that 
this  process  will  result  in  early  action,  and  I  look  forward  to  con- 
tinuing the  subcommittee's  dialogue  with  the  exchanges  as  this 
process  moves  forward. 

I  want  to  thank  each  of  you  for  your  testimony.  We  will  try  to 
move  as  quickly  on  marking  up  the  legislation  as  possible.  This 
hearing  is  adjourned. 

[Whereupon,  at  3:15  p.m.,  the  hearing  was  adjourned.] 

[The  following  correspondence  was  submitted  for  the  record:] 
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The  Honorable  Edward  J.  Markey  • 

The  Honorable  Jack  Fields 

House  Telecommunications  and  Finance  Subcommittee 

3 16  Ford  House  Office  Building 

Washington,  D.C.    20515 

Dear  Congressmen  Markey  and  Fields: 

The  Exchange  is  pleased  to  respond  to  your  recent  letter  concerning  our  views  on 
recommendations  presented  in  the  staff  study  by  the  SEC's  Division  of  Market 
Regulation,  Market  2000:  An  Examination  of  Current  Equity  Market 
Developments. 

The  Market  2000  report  has  been  under  discussion  at  the  Exchange  since  its  recent 
publication,  and  an  overview  of  the  repwrt  has  been  presented  to  our  Board  of 
Directors.  We  understand  that  the  recommendations  represent  the  considered 
judgment  of  SEC  staff  as  to  changes  that  will  benefit  U.S.  equity  markets  and 
investors,  rather  than  final  decisions  by  die  staff  or  commissioners  that  must  be 
implemented  exactly  as  proposed.'  Indeed,  the  report  found  that  our  markets  are 
functioning  quite  well,  and  the  recommendations  are  offered  for  consideration  as 
incremental  changes  that  could  make  improvements  rather  than  solve  serious 
problems. 


'As  stated  at  the  SEC  Speaks  on  March  5, 1994.  the  SEC  staff  expects  self-regulatory  organizations  to 
consider  the  recommendations  and  discuss  them  mih  SEC  staff,  a  process  that  will  continue  over  a  penod 
of  time. 
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We  have  found  that  the  best  results  come  from  a  consultative  process  that  involves 
the  industry  and  the  SEC.  We  plan  to  enter  into  discussions  with  the  industry  and 
the  SEC  concerning  the  Market  2000  recommendations  and  the  underlying 
information  and  conclusions  upon  which  they  are  based.  Since  this  process  is  in 
the  begiiming  stages,  at  this  time  we  have  not  reached  conclusions  of  our  own  in 
response  to  all  of  the  recommendations. 

There  are  a  number  of  recommendations  that  apply  to  other  markets.  We  may 
have  comments  on  these  when  they  are  raised  for  discussion  or  proposed  for 
implementation  at  a  future  date.  We  can,  however,  share  with  you  some  of  our 
preliminary  thoughts  on  the  recommendations  that  apply  to  the  Exchange,  and 
comment  generally  on  some  of  the  others. 

There  are  several  recommendations  for  equity  markets  in  general.  The 
recommendation  to  display  limit  orders  that  better  the  posted  quotation  unless  the 
customer  requests  otherwise,  is  consistent  with  our  own  requirement.  We  have 
reminded  our  members  that  all  SuperDot  limit  orders  that  better  the  quote  must  be 
displayed.  However,  for  orders  handled  by  floor  brokers,  we  believe  that  if  a 
customer  does  not  wish  to  have  a  limit  order  displayed,  often  the  case  with  large 
institutional  investors,  the  broker  should  be  able  to  carry  out  the  customer's 
wishes. 

The  recommendation  for  trading  stocks  in  sixteenths  of  a  dollar  should  be  assessed 
carefully  by  all  sectors  of  the  industry,  because  it  will  necessarily  have  the  most 
comprehensive  impact  of  all  the  recommendations  on  equity  markets.  For  this 
reason,  it  will  be  especially  important  to  see  whether  an  industry-wide  consensus 
can  be  developed  on  this  recommendation.  Since  there  has  been  no  economic 
analysis  of  its  possible  effects,  we  are  preparing  a  paper  on  the  impact  this 
recommendation  might  have  on  the  listed  equity  markets,  most  importantly,  market 
liquidity.  In  the  meantime,  we  are  evaluating  how  this  recommendation  might  be 
tested  in  the  event  the  economic  analysis  suggests  a  need  for  a  limited  actual  test. 
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We  agree  with  die  recommendation  for  development  of  a  system  to  report  trades  in 
U.S.  securities  that  occur  after  regular  trading  hours.  It  will  be  necessary  to  define 
what  constitutes  a  "U.S.  security"  and  a  "U.S.  trade."  In  addition,  the  need  to 
avoid  double  counting  of  trades  reported  overseas  should  be  addressed.  Finally, 
the  industry  will  have  to  reach  consensus  on  the  timing  of  reporting  these  after- 
hours  trades.  We  look  forward  to  participating  in  discussions  with  other  market 
participants  regarding  this  issue. 

The  Exchange's  Rule  390  allows  a  member  that  is  representing  a  customer's  order 
as  agent  to  go  to  any  market,  anywhere  in  the  world,  at  any  time  to  obtain  best 
execution  of  that  order.  The  restrictive  provisions  of  that  rule  apply  only  to 
crossing  customers'  orders  in-house  and  acting  as  a  dealer  in  Exchange  stocks 
(listed  before  April  27,  1979)  outside  an  exchange  market  in  the  U.S.,  or  outside 
an  exchange  market  overseas  while  the  Exchange  is  open. 

The  Market  2000  report  viewed  Rule  390  as  forcing  members  that  wish  to  trade 
after  hours  either  to  trade  ofif-shore  or  to  trade  in  the  U.S.  only  on  the  Exchange's 
crossing  sessions,  "which  arc  limited  in  time  and  scope."  The  report  recommends 
that  the  Exchange  amend  NYSE  Rule  390  so  that  it  does  not  apply  after  Exchange 
trading  hours,  unless  some  further  provision  is  made  for  an  after-hours  trading 
facility. 

Our  own  experience  in  operating  two  after-hours  systems  since  1991  gives  us 
reason  to  examine  the  role  of  Rule  390  in  causing  brokers  to  send  orders  ofif-shore. 
For  example,  transactions  in  foreign  stocks  may  migrate  to  home  country  markets 
seeking  greater  liquidity  during  their  own  trading  hours  and  to  avoid  transparency. 
Moreover,  brokers  may  avoid  paying  the  transaction  fee  required  by  Section  3 1  of 
the  Securities  Exchange  Act  of  1934  by  trading  ofif-shore.  This  fee  may  play  an 
especially  critical  role  in  ofif-shore  trading  in  the  case  of  certain  cost-sensitive 
trading  strategies. 

As  a  result  of  this  recent  experience,  we  plan  to  work  with  our  members  and  the 
SEC  to  identify  whether  Rule  390  plays  a  substantial  role  in  ofif-shore  trading  after 
hours.  We  will  also  explore  the  alternative  suggested  in  the  report  that  die 
Exchange  develop  additional  after-hours  trading  facilities. 
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The  Market  2000  report  recommends  that  the  Exchange  amend  NYSE  Rule  500  to 
replace  the  shareholder  voting  requirement  for  voluntary  delisting  with  a 
requirement  for  action  by  a  company's  board  of  directors.  The  Exchange  has  no 
information  that  any  of  our  listed  companies  desire  to  move  their  primary  market 
to  another  marketplace  but  feel  constrained  by  that  rule,  nor  are  we  aware  that  the 
SEC  has  received  such  complaints  from  our  listed  companies.  Nevertheless,  we 
will  participate  in  discussions  with  our  listed  companies,  our  members  and  the 
SEC  to  determine  whether  the  markets  would  be  improved  if  decisions  to  delist 
voluntarily  from  the  Exchange  were  made  by  boards  of  directors  instead  of  the 
afifected  shareholders,  or  possibly  by  a  combination  of  both. 

Thank  you  again  for  soliciting  our  views.  Please  feel  free  to  contact  me  if  we  can 
be  of  further  assistance. 


<M^ 
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The  Honorable  Edward  J.  Markey 

Chairman 

Subcommittee  on  Telecommunications 

and  Finance 
Committee  on  Energy  and  Commerce 
U.S.  House  of  Representatives 

316  Ford  House  Office  Building  _ 

Washington,  D.C.  20515  =-      :   ■  - 

The  Honorable  Jack  Fields 
Ranking  Minority  Member 
Subcommittee  on  Telecommunications 

and  Finance 
Committee  on  Energy  and  Commerce 
U.S.  House  of  Representatives 
316  Ford  House  Office  Building 
Washington,  D.C.  20515 

Dear  Chairman  Markey  and  Congressman  Fields: 

The  Boston  Stock  Exchange  ("BSE"),  Chicago  Stock  Exchange 
("CHX"),  Pacific  Stock  Exchange  ("PSE") ,  and  Philadelphia  Stock 
Exchange  ("PHLX")  are  pleased  to  submit  a  joint  response  to  the 
Subcommittee  on  Telecommunications  and  Finance's  ("Subcommittee") 
request  for  each  exchange's  views  and  comments  on  the 
recommendations  contained  in  th«  Division  of  Market  Regulation 
("Division")  of  the  Securities  and  Exchange  Commission's  ("SEC") 
recent  staff  study  entitled  Market  2000;  An  Examination  of  Current 
Ecmitv  Market  Developments  ("Report").  The  five  hearings  you  have 
held  on  Market  2000  have  help«d  focus  attention  to  these  important 
issues  and  we  welcome  the  opportunity  to  share  our  initial 
observations  on  the  Report. 

At  the  outset,  we  wish  to  state  that  some  of  the  Report's 
findings  and  recommendations  hav«  far  reaching  implications  which 
will  require  a  much  more  thorough  and  detailed  analysis  by  each  of 
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the  exchanges  and  its  members  to  explore  their  potential  impact. 
Consequently,  the  views  expressed  herein  are  preliminary. 

While  the  Report  describes  the  Division's  recommendations  for 
change,  we  would  like  to  focus  initially  on  what  the  Division  felt 
should  be  left  unchanged.  Most  importantly,  the  Division  felt  that 
there  was  no  need  to  revise  Congress '  statutory  mandates  concerning 
the  National  Market  System.  This  mandate  recognizes  the  importance 
of  multiple  exchange  markets  and  the  enhanced  competition  they 
bring  to  the  National  Market  System,  The  Division  was  also 
reluctant  to  create  a  deregulated  institutional  market  and  a 
separate  tier  retail  market. 

A  number  of  initiatives  over  the  last  several  years  by  various 
market  participants  have  arguably  moved  trading  in  the  direction  of 
a  tiered  approach  (e.g.,  crossing  rules,  basket  trading,  use  of 
proprietary  trading  systems  ("PTS")  and  after-hours  trading 
initiatives) .  Certain  of  these  initiatives  have  been  necessary  to 
accommodc.te  the  changing  needs  of  various  market  participants.  We 
believe  that  the  inherent  advantages  of  agency/auction  principles 
where  orders  are  required  to  interact  with  all  other  orders, 
regardless  of  size,  to  the  maximum  extent  possible,  provides  all 
market  players  with  the  potential  for  the  best  execution  possible, 
and  we  are  glad  to  see  the  Division  concur  with  this  concept. 

In  addition,  we  concur  with  the  Report's  conclusion  that 
imposing  a  single  market  approach  with  identical  rules  on  all 
markets  would  not  be  in  the  best  interests  of  the  public.  While  we 
strongly  believe,  as  discussed  later,  that  markets  need  to  be 
placed  on  a  more  equal  playing  field,  we  certainly  do  not  advocate 
one  identical,  rigid  blueprint  to  be  imposed  on  all  markets.  One 
of  the  key  strengths  of  the  NMS  is  the  notion  that  fair  competition 
between  markets  will  create  innovation  and  efficiencies  which  will 
directly  benefit  the  public  investor.  Consequently,  differences 
within  an  accepted  framework  and,  pursuant  to  established 
principles  among  markets,  should  be  encouraged. 

In  the  rest  of  this  letter  we  will  be  commenting  on  specific 
issues  raised  in  the  Report. 

1.    Siselosure  of  CuatoBT  Limit  Orders 

The  Division  recommended  that,  in  order  to  achieve  tighter 
spreads,  improve  price  discovery  and  provide  a  more  accurate 
picture  of  trading  interest,  all  exchanges  and  the  NASD  encourage 
the  display  of  all  limit  orders  that  are  better  than  the  beat 
intermarket  quote  (or  best  NASDAQ  quote)  unless  the  ultimat* 
customer  expressly  requests  that  an  order  not  be  displayed.   In 
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addition,  the  Division  recomnended  that  the  NASD  modify  SelectNet's 
preferencing  feature  so  that  information  is  broadcast  to  all  NASDAQ 
subscribers  on  an  equal  basis,  without  differentiating  among  market 
makers,  order  entry  firms,  and  investors. 

The  Division's  recommendations  coincide  with  the  views 
expressed  in  our  joint  comment  letter  to  the  SEC  dated  December  11, 
1992  ("Comment  Letter")  and  our  letter  to  Congressman  Markey.  We 
think,  however,  that  the  Division  must  go  further  in  requiring 
disclosure  and  access  to  SelectNet  quotations.  Any  SelectNet  order 
which  betters  the  NASDAQ  BBO  should  be  included  in  the  BBO 
disseminated  over  Level  One,  not  just  to  Level  Two  subscribers. 
Moreover,  being  able  to  see  the  order  alone,  has  limited  value 
without  the  ability  to  execute  against  the  order.  Currently,  only 
market  makers  may  execute  the  order.  All  market  participants 
should  be  able  to  not  only  view,  but  also  access  such  quotes.  This 
type  of  change  is  essential  in  order  to  further  the  SEC's  pilot 
program  on  Exchange  trading  of  NASDAQ  stocks. 

2.    Minimiun  Spread  Variation 

Because  the  Division  believes  that  the  current  one-eighth 
spread  is  too  large,  the  Division  recommends  that  the  SROs  convert 
to  a  minimum  variation  of  one-sixteenth  as  soon  as  possible  with 
the  ultimate  goal  of  decimal  pricing.  Related  to  this,  the 
Division  recommended  that  the  Consolidated  Tape  Association  (which 
operates  the  quotation  and  last  sale  price  dissemination  system) 
report  trades  in  increments  smaller  than  one  eighth. 

This  recommendation  is  probably  the  most  far  reaching  and 
controversial  recommendation  of  the  Report.  Any  change  to  a 
narrower  minimum  spread  whether  to  l/16ths  or  decimals  requires  a 
much  more  in-depth  analysis  by  all  market  participants  and  the  SEC 
than  has  heretofore  taken  place.  It  is  clearly  an  issue  which  can 
only  be  addressed  on  an  industry  wide  basis.  No  market  can 
implement  such  wholesale  changes  unilaterally;  too  many  areas  would 
be  impacted  (e.g.,  ITS,  clearance  and  settlement  process, 
broker/dealers'  internal  systems,  automatic  execution  systems  of 
various  markets,  etc.). 
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It  is  unclear  what  the  effect  of  narrowing  the  minimuai  spread 
variation  will  have  on  the  investing  public.  For  example,  in  1975 
the  Congress  studied  in  depth  the  impact  of  time  and  place 
advantage  available  to  floor  participants.  The  result  of  this 
study  was  Section  11a  and  the  rules  adopted  thereunder  which  permit 
floor  participants  to  trade  ahead  of  the  public  as  long  as  they 
trade  at  a  better  price.  Under  current  market  conditions,  this 
would  require  a  floor  participant  to  pay  or  receive  12-1/2  cents 
per  share  less  favorable  than  the  public.  Changing  minimum 
variation  to  6-1/4  cents  or  as  little  as  a  penny  in  the  case  of 
decimals,  will  significantly  lessen  the  penalty  imposed  on  floor 
participants.  We  do  not  believe  anyone  has  made  an  in  depth 
analysis  of  the  impact  of  the  change.  Similarly,  there  has  been  no 
analysis  on  the  impact  such  a  change  will  have  on  market  liquidity, 
possibly  leading  to  less  continuity  in  spreads,  less  liquidity  and 
increased  volatility  for  the  investing  public.  These  are  just  a 
few  of  the  myriad  issues  which  must  be  considered  in  a  very 
thorough  and  thoughtful  way  by  the  industry  before  any  kind  of 
recommendation  or  position  can  be  put  forth. 

3.  Payment  for  Order  Flow 

The  Division  recommended  that  at  a  minimum,  customers 
need  more  information  so  they  can  monitor  execution  quality  more 
closely  where  payment  or  inducement  is  provided.  The  Commission 
proposed  greater  disclosure  of  payment  for  order  flow  and  broker- 
dealer  handling  practices  in  October,  1993.  The  Division  endorsed 
these  objectives  but  stated  that  it  is  reviewing  comments  and  will 
shortly  make  a  recommendation  to  the  Commission. 

We  have  individually  submitted  comment  letters  last  fall 
pursuant  to  the  SEC's  request  for  comment  on  its  payment  for  order 
flow  proposal  and  would  be  happy  to  provide  copies  of  these  letters 
to  the  Subcommittee. 

4.  Best  Execution 

While  the  Division  recommended  against  the  establishment 
of  an  SEC  mandated  definition  of  best  execution,  the  Division 
suggests  a  number  of  ways  in  which  best  execution  could  be 
enhanced.  First,  the  Division  discussed  an  order  exposure  rule 
which  would  require  orders  to  be  exposed  in  some  manner  prior  to 
execution.  Second,  the  Division  suggested  the  brokers  who  sent 
orders  make  periodic  assessments  of  the  quality  of  competing 
markets  to  ensure  that  order  flow  is  directed  to  the  market  most 
advantageous  for  a  customer's  order.  Third,  with  respect  to  NASDAQ 
stocks,  the  Division  recommended  that  the  NASD  adopt  a  rule  that 
not  only  prevents  a  NASDAQ  market  marker  from  trading  ahead  of  its 
own  customers'  limit  orders,  but  prevents  that  NASDAQ  market  maker 
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from  trading  ahead  of  all  customer  limit  orders.  The  Division 
would  allow  an  exception  for  institutional  customers  who  negotiate 
their  own  arrangements  with  market  makers. 

We  agree  that  broker-dealers  should  periodically  assess  the 
quality  of  competing  markets  in  order  to  assess  whether  best 
execution  is  being  obtained.  Firms  should  not  permanently  lock 
their  systems  in  to  a  particular  market  for  order  delivery  and 
execution.  We  also  agree  that  there  should  not  be  a  rigid  standard 
of  what  constitutes  best  execution.  Any  rigid  standard  may  have 
the  unintended  effect  of  forcing  firms  to  route  orders  to  a 
particular  market  against  their  better  judgment.  The  notion  of 
what  constitutes  best  execution  is  subject  to  numerous  variables 
and  market  conditions  for  each  firm  to  evaluate.  A  key  component, 
however,  of  execution  quality  is  the  ability  to  obtain  a  price 
that  is  better  than  the  displayed  quotation.  We  also  agree  with  the 
Report's  recommendation  that  markets  and  market  makers  in  listed 
stocks  should  offer  at  least  the  ability  to  offer  price 
improvement.  This  has  been  accomplished  by  varying  degrees  on  the 
regional  exchanges.  Such  price  improvement  obviates  the  need  for 
an  order  exposure  rule,  especially  given  the  fact  as  stated  in  our 
earlier  comment,  that  few  orders  are  directed  in  response  to 
individual  quotations. 

We  also  agree  with  Division's  recommendations  relating  to 
NASDAQ/NMS  limit  order  handling  practices  and  had  recommended  such 
improvements  in  our  Comment  Letter.  Such  recommended  practices 
already  exist  on  the  exchanges  and  is  one  reason  why  the  public 
customer  has  benefitted  from  the  CHX  and  PHLX  commencing  unlisted 
trading  privileges  in  NASDAQ/NMS  stocks. 

5.    Proprietary  Trading  Systems  ("PT8") 

In  the  Report,  the  Division  noted  that  it  does  not  believe 
that  these  PTSs  should  register  as  exchanges  or  be  required  to  file 
a  plan  (as  was  proposed  in  Rule  15c2-10)  .  Instead,  the  Report 
states  that  the  Division  believes  that  only  enhanced  record  keeping 
and  reporting  by  sponsors  of  PTS  are  needed. 

We  are  disappointed  with  this  recommendation  because  it  does 
not  go  far  enough  in  eliminating  competitive  inequalities  between 
the  established  exchanges  and  PTS's.  In  our  Comment  Letter  we 
strongly  urged  the  Commission  to  adopt  proposed  SEC  Rule  15c2-10 
regulating  PTSs  and  further  advocated  that  the  scope  of  the 
proposed  Rule  be  expanded  to  include  third  market  makers  which 
provide  automated  execution  facilities  similar  to  exchange  systems. 
The  underlying  rationale  for  imposing  such  regulation  on  PTSs  is, 
simply  put,  that  they  perform  similar  services  and  function  as 
exchanges,  and  directly  compete  with  the  exchanges.  Consequently, 
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allowing  PTSs  to  operate  with  virtually  no  regulatory  oversight  of 
their  marketplace  capacities  raises  major  anti-competitive  as  well 
as  investor  protection  concerns.  Enhancing  disclosure  of  PTS 
operations  is  valuable  but  doesn't  address  these  concerns.  We 
viewed  proposed  SEC  Rule  15c2-10  as  a  fair  and  appropriate 
compromise  which  recognized  certain  distinctions  between  PTSs  and 
exchanges  while  providing  meaningful  regulation  of  PTSs.  We  will 
urge  the  Division  to  revisit  this  recommendation. 

6.   Third  Market 

The  Division  has  requested  that  the  NASD  zunend  Schedule  G  of 
its  by-laws  to  impose  fair  trading  rules  on  the  third  market,  and 
submit  a  comprehensive  program  for  examining  third  market  activity. 
Although  the  Division  stated  that  the  NASD  currently  examines  these 
firms,  the  Division  acknowledged  that  the  NASD  currently  only 
examines  these  firms  in  the  context  of  broker-dealer  exauninations 
and  not  as  markets. 

In  addition,  the  Division  outlined  five  principles  that  it 
felt  all  dealers  in  listed  securities  should  adhere  to: 

a.  Dealers  should  reflect,  in  their  quotes,  customer 
limit  orders  that  are  better  than  the  existing  Intermarket 
Trading  System  best  bid  or  offer  ("ITS  BBO")  unless  a  customer 
expressly  requests  that  the  order  not  be  exposed ; 

b.  Dealers  should  not  trade  cihead  of  customer  limit 
orders  (i.e.  if  the  dealer  is  holding  a  customer  limit  order 
to  buy,  it  should  not  be  permitted  to  buy  the  stock  for  its 
own  account  at  a  price  at  or  below  the  limit  order) ; 

c.  If  a  dealer  holds  a  customer  buy  order  and  a 
customer  sell  order  at  the  same  price  that  can  be  crossed,  the 
dealer  should  cross  them  without  interposing  itself  as  a 
dealer; 

d.  Dealers  should  establish  fixed  standards  for  queuing 
and  executing  customer  orders;  and 

e.  Dealers  should  not  be  permitted  to  trade  at  a  price 
outside  the  ITS  BBO  without  satisfying  the  market  interest  at 
that  price  (in  accordance  with  ITS  trade-through  and  block 
policies) . 

The  Division  stated  that  any  SRO  that  does  not  currently 
comply  with  the  above  standard*  (especially  the  NASD)  should  submit 
proposed  rule  changes  to  cure  any  deficiencies. 
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We  urged  the  Division  to  adopt  a  similar  approach  to  third 
market  trading  in  our  Comment  Letter  and  we  applaud  the  fact  that 
the  Report  has  adopted  our  views.  The  five  principles  set  forth  in 
the  Report  have  already  been  embraced  by  the  exchanges  and,  for  the 
most  part,  are  already  reflected  in  each  exchange's  respective 
rules.  We  strongly  urge  the  NASD  to  adopt  these  principles  within 
its  rules  and  promptly  implement  a  surveillance  program  for 
compliance  with  these  rules. 

7.  Section  31  Tees 

The  Division  noted  that  there  is  a  disparity  between  markets 
with  respect  to  Section  31  transaction  fees.  The  Division  stated 
that  the  distinction  between  exchange  and  NASDAQ  securities  for 
purposes  of  Section  31  transaction  fees  no  longer  naik.es  sense; 
thus,  the  Division  recommended  that  Congress  amend  Section  31  to 
require  national  securities  associations,  as  well  as  exchanges,  to 
pay  Section  31  fees. 

We  agree  with  the  Report's  conclusion  that  the  distinction 
between  listed  and  NASDAQ  securities  for  purposes  of  Section  31 
transaction  fees  no  longer  makes  sense,  with  the  increased 
competition  for  listings  by  all  markets  and  the  advent  of  unlisted 
trading  privileges  in  over  the  counter  stocks  by  the  exchanges,  the 
distinction  of  where  the  securities  are  traded  becomes  blurred  and 
loses  any  relevance.  The  impact  is  solely  anticompetitive.  Section 
31  fees  should  cover  NASDAQ  securities  as  well  as  listed  stocks. 

8.  Competing  Dealers 

The  Division  recommended  that  the  American  Stock  Exchange 
("Amex")  withdraw  its  proposed  rule  change  which  seeks  to  impose 
restrictions  on  so-called  competing  dealers  (i.e.,  regional 
exchange  specialists  or  third  market  makers)  in  Amex  securities. 
The  Division  felt  that  the  proposal  raised  significant  intermarket 
access  issues  because  its  applicability  would  be  limited  to 
competing  dealers  without  applying  to  other  off-floor  broker- 
dealers  trading  for  their  own  account,  clearly  zm  anti-competitive 
result. 

After  many  years  of  discussion,  debate,  and  comment  on  th« 
competing  dealer  rule  we  are  pleased  that  the  Division  has 
concurred  with  our  view  that  the  proposed  rule  is  anticompetitive 
and  should  be  withdrawn. 
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CONCLUSION 

While  the  Report  does  not  cover  all  important  issues,  it  does 
provide  the  most  comprehensive  study  of  its  kind  in  the  past  20 
years.  While  none  of  its  many  recommendations  are  binding,  the 
Report  does  provide  a  useful  agenda  for  the  months,  and  years 
ahead.  We  look  forward  to  working  with  the  SEC,  Congress,  and  the 
industry  to  bring  about  the  realization  of  many  of  the  Report's 
recommendations . 

Very  truly  yours. 


Boston  Stock  Exchange,  inc. 

By:  William  G.  Morton,  Jr. 
Chicago  Stock  Ezchanga,  inc. 

By:   Homer  J.  Livingston,  Jr. 
Pacific  Stock  Exchange,  Inc. 


By:  Leopold  Korins 

Philadelphia  Stock  Exchange,  Inc. 

By:  Nicholas  A.  Giordano 
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\m.rii.in  April  7,  1994 

The  Honorable  Edward  J.  Markey 
Chairman 

The  Honorable  Jac)c  Fields 
Ranking  Republican  Member 

Subcommittee  on  Telecommunications  and  Finance 
Committee  on  Energy  and  Commerce 
U.S.  House  of  Representatives 
Washington,  D.C.   20515 

Dear  Chairman  Markey  and  Congressman  Fields: 

The  American  Stock  Exchange,  Inc.  ("Amex") 
appreciates  this  opportunity  to  respond  to  your  February  24, 
1994  request  for  the  Exchange's  views  on  recommendations 
made  by  the  Securities  and  Exchange  Commission  ("SEC")  staff 
in  its  Market  2000  study.   From  the  perspective  of  a  primary 
auction  market,  we  believe  a  number  of  the  recommendations 
of  the  SEC's  Division  of  Market  Regulation  ("Division") ,  if 
implemented  across  all  marketplaces,  will  result  in  clear 
benefits  to  the  public  investor  by  maximizing  order 
interaction  and  reducing  dealer  intervention  in  executing 
customer  orders,  thus  enhancing  price  discovery.   Our 
comments  on  specific  Division  recommendations  are  set  forth 
below  under  subject  matter  headings  corresponding  to  those 
in  the  Division's  study. 

A.    MARKET  TRANSPARENCY 

Limit  Order  Display  -  We  agree  with  the  Division's 
recommendation  that  markets  should  encourage  display  of 
superior  priced  limit  orders  (i.e.,  limit  orders  at  a  better 
price  than  the  displayed  best  bid  or  of fer) (Study  IV)*.   We 
view  it  as  essential,  however,  that  all  marketplaces, 
including  regional  exchanges  and  the  over-the-counter 
market,  move  in  this  direction,  in  order  to  enhance  market 
transparency  and  to  avoid  competitive  disparities.   Primary 
and  regional  exchange  specialists  as  well  as  ITS/CAES  market 
makers  should  be  required  to  display  all  superior  priced 
limits  through  the  Intermarket  Trading  System  ("ITS")  unless 
the  customer  requests  otherwise.   Likewise,  NASDAQ  market 
makers  should  be  required  to  display  all  superior  priced 
limit  orders  through  NASDAQ. 

*  References  are  to  specific  sections  of  the  Division's  Market 
2000  study. 
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Amex  procedures  currently  require  the  display  of  all 
limit  orders  in  the  Amex  quote.   We  are  continuously 
reviewing  Exchange  policy  regarding  limit  order  exposure, 
and  will  be  deciding  in  the  near  future  whether  existing 
Exchange  procedures  best  meet  the  needs  of  the  public  and  of 
our  members,  in  light  of  the  policies  in  place  in  other 
marJcetplaces. 

Eliminating  One-Eighth  Pricing  System  -  Amex  has  been 
in  the  forefront  on  the  issue  of  narrower  trading 
increments,  and  has  pressed  for  system  changes  to  ITS  to 
accommodate  trading  in  a  fraction  of  1/16  among  ITS 
participants  in  Amex  stocks  priced  under  $5.   The  Exchange 
is  examining  the  pro's  and  con's  of  this  initiative  and  is 
considering  appropriate  further  steps  in  this  area,   we  note 
that  the  primary  purpose  for  reducing  trading  increments  is 
to  permit  narrower  quotation  spreads.   This  purpose  is  not 
fostered  by  market  practices  that  merely  allow  transaction 
reporting  in  reduced  trading  increments  without  contributing 
to  narrower  quotations. 

Moreover,  marketplace  initiatives  towards  narrower 
trading  increments  should  not  result  in  any  single  market 
being  competitively  disadvantaged  as  a  result  of  disparate 
intermarket  regulation  (e.g.,  varying  requirements  for 
display  of  superior  priced  limit  orders.) 

B.    FAIR  TREATMENT  OF  INVESTORS 

Best  Execution  -  Best  execution  is  probably  the  most 
critical  issue  to  the  public  investor  and  is  most  easily 
undermined  by  specific  market  practices,  including: 

cash  payment  for  order  flow; 

failure  to  display  superior  priced  limit  orders, 
including  the  practice  of  regional  preferencing 
arrangements  to  withhold  limit  orders  from  the 
"floor"  until  the  limit  price  is  reached;* 

-  NASDAQ  market  makers  trading  ahead  of  customer 
limit  orders; 

order  execution  systems  that  fail  to  provide  the 
possibility  of  price  improvement; 

-  trading  in  unnecessarily  wide  trading  increments; 
internalization  of  captive  order  flow  including 
preferencing  arrangements  on  regional  exchanges; 
the  proliferation  of  proprietary  trading  systems 
("PTS's")  that  fragment  the  market  and  undermine 
the  price  discovery  function  of  primary  auction 
markets . 

*   See  letter  (attached  hereto  as  Exhibit  A)  from  Jules  L. 
Winters,  Chief  Operating  officer,  Amex,  to  Jonathan  G. 
Katz,  Secretary,  SEC,  dated  March  18,  1994,  relatinq  to 
the  pending  proposal  of  the  Boston  Stock  Exchange  to 
implement  a  competing  specialist  systsa. 
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We  agree  with  the  Division  regarding  limit  order 
display  (Study  IV)  (discussed  above) ,  the  need  for  the 
possibility  of  price  improvement  in  automated  order 
execution  systems  (Study  IV) ,  and  the  need  to  prohibit 
NASDAQ  dealers  from  trading  ahead  of  customer  limits  (Study 
V) .   We  also  agree  that  broker-dealers  using  automatic 
routing  procedures  should  regularly  examine  competing  mar)cet 
quality  to  verify  that  order  flow  is  directed  to  markets 
providing  the  best  terms  for  customer  orders-although  such 
assessment  should  be  focussed  primarily  on  providing  the 
best  possible  price  of  execution  (Study  V)  . 

We  disagree,  however,  that  best  execution  concerns 
raised  by  cash  payment  for  order  flow  can  be  dealt  with 
merely  by  disclosure.   Order  flow  payment  practices  induce 
brokers  to  select  a  market  for  execution  of  a  customer's 
orders  based  not  on  the  possibility  that  the  customer  will 
receive  the  best  price  possible,  but  on  the  potential  for 
maximum  broker  profit.   We  have  previously  expressed  our 
concern  that  the  SEC's  proposed  disclosure  requirement  for 
order  flow  payment  would  validate  many  payment  practices.* 
Such  practices  assume  that  a  customer's  order  will  be 
executed  at  the  displayed  best  bid  or  offer  with  no 
meaningful  opportunity  for  price  betterment.   Therefore, 
proponents  of  the  practice,  including  the  NASD,  have 
attempted  to  define  "best  execution"  as  execution  at  the 
best  bid  or  offer. 

We  note  that  the  Division  has  stated  that  it  has  no 
plans  to  propose  a  best  execution  rule  or  to  issue  an 
interpretive  release  establishing  a  single  test  for  best 
execution  (Study  V-3) .   We  believe,  however,  that,  in  the 
event  the  Commission  implements  additional  disclosure 
requirements,  the  Commission  must  clarify  that  execution  at 
the  best  bid  or  offer  is  not  best  execution  per  se. 

We  also  believe  cash  payment  for  order  flow  must  be 
distinguished  from  Exchange  fees  or  credits  applied  in 
connection  with  execution  of  orders  through  Amex  facilities 
by  member  organizations.   We  object  strongly  to  the 
Commission's  attempt,  in  its  Order  Flow  Payment  Release,  to 
broadly  define  "payment  for  order  flow"  to  include  reduction 
of  or  credits  against  fees.   Amex,  for  example,  utilizes  a 
graduated  scale  of  credits  applied  against  transaction 
charges  incurred  by  member  organizations  based  on  the  number 
of  orders  entered  into  the  Exchange's  Post  Execution 
Reporting  (PER)  system  (an  automated  order  routing  system) 
and  then  executed.   Amex  PER  credits,  like  Amex  transaction 

*  letter  from  Jules  L.  Winters,  Chief  Operating  Officer, 
Amex  to  Jonathan  G.  Katz,  Secretary,  SEC,  dated  December 
21,  1993,  conaenting  on  the  SEC's  proposed  rulemaking 
relating  to  disclosure  of  payment  for  order  flow 
practices  (Securities  Exchange  Act  Release  No.  3  3026, 
October  6,  1993,  "Order  Flow  Payment  Release"). 
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charges,  are  required  to  be  filed  with  the  SEC  and  are 
publicly  available;  and  they  are  applied  uniformly  on  orders 
from  all  member  organizations  in  all  Amex-traded 
securities.   In  no  way  do  they  pose  the  conflict  of  interest 
or  breach  of  fiduciary  obligations  concerns  raised  by  cash 
payment  for  order  flow.   In  contrast,  cash  payment 
arrangements  between  dealers  and  brokers  are  non-public,  are 
imposed  selectively  to  certain  securities  and  types  of 
orders,  and  may  vary  between  the  same  dealer  and  different 
brokers.   PER  credits,  as  well  as  uniformly  applied  exchange 
fee  schedules  generally,  are  wholly  irrelevant  to  any 
discussion  of  best  execution. 

C.    FAIR  MARKET  COMPETITION 

Competing  Dealers  -  The  Amex  has  pending  with  the 
Commission  a  proposal  to  require  proprietary  orders  sent  to 
the  Exchange  floor  by  regional  exchange  specialists  and 
third  market  makers  to  yield  priority  and  parity  to  off 
floor  customer  orders.*   The  Division  has  concluded  that  the 
Amex  proposal  raises  significant  intermarket  access  issues 
because  (1)  it  would  apply  only  to  competing  dealers  and  not 
to  other  off-floor  broker-dealers  trading  for  their  own 
account,  and  (2)  it  is  the  Division's  position  that  the 
proposal's  restrictions  are  imposed  primarily  for 
competitive  reasons  (Study  III-ll) .   The  Division, 
therefore,  has  requested  that  the  proposal  be  withdrawn  or 
amended. 

The  Exchange  questions  the  Division's  implication 
that  the  Exchange's  proposal  impedes  fair  intermarket 
competition.   Indeed,  pending  regional  exchange  initiatives 
that  would  facilitate  internalization  by  specialists/dealers 
of  their  own  preferenced  order  flow  ahead  of  other 
specialists/dealers  on  the  same  regional  exchange  threaten 
to  increase  the  "lay  off"  risk  from  such  exchanges  on  to  the 
Amex  specialist.   This  ongoing  risk,  which  arises  from  the 
competing  dealer's  ability  to  step  ahead  of  the  Amex 
specialist  or  custoner  orders  entered  after  the  dealer's, 
was  a  primary  reason  for  the  Amex's  proposal  in  the  first 
place,  and  the  Exchange  believes  its  concerns  have  been 
validated  by  prospective  regional  preferencing 
arrangements.**  Moreover,  we  believe  the  Exchange's 
proposal  furthers  the  important  national  market  system  goal 
of  minimizing  dealer  intervention  in  the  execution  of 
investors'  orders. 

We  believe  it  is  premature  for  the  Amex  to  withdraw 
or  amend  its  competing  dealer  proposal  in  view  of  upcoming 

*   Securities  Exchange  Act  Release  No.  30161,  January  7, 
1992  (File  No.  SR-Anex-90-29) . 

**  See  Exhibit  A,  attached. 
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Division  action  on  preferencing  proposals  of  the  Boston  and 
Cincinnati  Stock  Exchanges  and  perhaps  other  exchanges.   The 
Amex  will  reassess  its  position  following  such  Division 
action. 

Proprietary  Trading  Systems  -  The  Exchange  disagrees 
with  the  Division's  conclusion  that  PTS's  do  not  function  as 
exchanges  and  do  not  need  to  be  subject  to  "an  extensive 
regulatory  structure  ...  at  this  time"  (Study  III-12). 
Exchanges  are  placed  at  a  serious  competitive  disadvantage 
to  PTS's,  which  are  not  required  to  file  new  systems  changes 
or  services  for  prior  SEC  approval.   The  Commission  should 
not  foster  disparate  regulation  where  it  cannot  be 
demonstrated  that  the  less  regulated  (PTS)  entity  either 
fosters  best  execution  or  contributes  to  price  discovery  or 
market  liquidity. 

Expedited  Review  of  Proposed  Rule  Changes  -  We  agree 
that  expedited  review  of  self-regulatory  organization 
proposed  rule  changes  is  appropriate.   The  areas  identified 
by  the  Division  -  routine  changes  to  existing  order  entry 
and  trading  systems  (Study  vl-10)  -  are  particularly 
necessary  in  view  of  the  ability  of  PTS's  to  implement  such 
changes  free  of  Commission  or  public  review.   It  must  be 
noted  that  existing  SEC  review  procedures  and  time  frames 
for  publication  and  comment  not  only  place  exchanges  at  a 
competitive  disadvantage,  but  also  may  delay  implementing 
procedures  intended  to  provide  a  clear  public  customer 
benefit. 

The  Exchange  is  considering  areas  that  we  believe 
should  receive  expedited  treatment  or  effectiveness  on 
filing,  and  will  be  making  specific  recommendations  to  the 
Division  in  the  near  future. 

Section  31  Transaction  Fees  -  We  strongly  support  the 
Division's  reconmendation  that  Section  31  fees  be  applied  to 
NASDAQ  Securities  (Study  VI-7) .   There  is  absolutely  no 
justification  for  applying  Section  31  fees  only  to  sales  of 
exchange-listed  securities.   The  substantial  SEC  resources 
expended  on  regulating  the  NASDAQ  market  demands  application 
of  Section  31  fees  to  NASDAQ  securities  as  well. 

Third  Market  Trading  Principles  -  The  Division  has 
proposed  five  trading  principles  to  be  applied  to  third 
market  trading  which  would  be  formulated  as  NASD  rules 
relating  to  display  of  limit  orders;   limit  order 
protection;  crossing  of  customers'  orders  without  dealer 
intervention;  standards  for  queuing  and  executing  customer 
orders;  and  compliance  with  ITS  trade-through  and  block 
policies. 

The  Anex  and  other  auction  markets  have  already . 
implemented  these  principles  as  rules  and  procedures  that 
best  serve  investors.   We  believe  they  should  b«  implemented 
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by  all  marketplaces.   In  particular,  we  believe  the 
principles  enumerated  by  the  Division  should  apply  to  all 
third  market  trading  and  not  only  to  ITS/CAES  market  makers, 

D.    OPEN  MARKET  ACCESS 

Amex  Rule  18  (Delisting  Procedures)  -  The  Division 
has  recommended  that  Amex  Rule  18  relating  to  delisting  of 
listed  companies  be  made  more  specific  and  rely  on  a 
determination  by  the  issuer's  board,  without  any  need  for 
shareholder  approval  (Study  vl-12) .   The  Exchange  is 
reviewing  its  delisting  procedures  and  will  be  discussing 
its  conclusions  with  the  Division  staff. 


If  you  or  the  Subcommittee  staff  have  further 
questions  or  require  additional  information,  please  feel 
free  to  contact  me  or  Tamara  Hirschfeld  at  our  Washington 
D.C.  office,  (202)  887-6880. 

Sincerely, 


Attachment 


^' 
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Exhibit  A 
Jules  L.  \Mnion 
C.-...-:  Ok-.; --•  0~;.-r 


.AjTierican  March    18,     1994 

Stock  Exchange 

Mr.    Jc.-.athan  G.    Katz 
Secretary- 
Securities    and   Exchange  Cornission 

450    Fifth    St. ,    N.W.  ..  :  - 

Washington,    D.C.       20549 

Re:       SR-3SE-93-12:    CjmsetinQ    Specialist?; 

Dear   Mr.    Katz: 

The  Ar.erican  Stock  Exchange,  Inc.  ("Aniex")  has 
previously  filed  with  the  Commission  a  comment  letter 
identifying  a  number  of  concerns  raised  by  the  Boston  Stoc^ 
Exchange's  ("BSE")  proposal  to  implement  a  competing 
specialist  system  (Release  No.  34-32549,  June  29,  1993; 
Release  No.  34-33089,  October  22,  1993;  File  No. 
SR-BSH-93-12) . ■   Because  of  the  proposal's  significant 
potential  to  foster  internalization  of  customer  orders, 
increase  fragmentation  and  reduce  market  transparency,  t.'-.e 
Exchange  requested  the  Commission  to  consider  BSE's 
initiative  as  part  of  its  Market  2000  Study,  before 
approving  the  proposal  on  even  a  pilot  basis.   We  recognize 
that  the  formal  comment  period  for  the  proposal  has 
expired.   However,  because  the  Market  2000  Study  did  not 
specifically  address  issues  raised  by  exchange  pref erenci.-.g 
procedures,  including  the  Cincinnati  Stock  Exchange's 
("CSE")  current  pilot  program  and  BSE's  initiative,  we 
believe  further  comment  is  appropriate. 

The  proliferation  of  preferencing  systems  by  regional 
exchanges  seriously  undermines  strict  agency/auction  market 
principles.   This  development  has  significant  market 
structure  implications  and  must  not  receive  short  shrift. 
Before  the  BSE  or  other  regional  exchanges  are  permitted  to 
follow  CSE's  lead,  it  is  critical  for  the  Commission  to 
undertake  a  thorough  analysis  of  CSE's  pilot  program,  as 
well  as  the  potential  impact  of  multiple  exchange 
preferencing  systems.   The  Commission  has  ample  opportunity 
to  examine  the  operation  and  impact  of  preferencing  by  way 
of  CSE's  preferencing  rules,  in  place  since  1991,  that 
permit  internalization  of  order  flow  by  designated  dealers. 


See  letter  from  Jules  L.  winters.  Chief  Operating 
Officer,  Amex,  to  Jonathan  G.  Katz,  Secretary,  SEC, 
dated  August  26,  1993. 
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1-1  light  ot    t!~.e  ir.portance  attached  by  the  Divis::- 
of  Market  Regulation  ( "Divisicr." )  /  in  its  Market  2GC;  St.; 
to  the  display  cf  superior  priced  li.xit  orders,  the 
Cor.nissicn ,  in  analyzing  preferencing  syster.s,  should 
specifically  exa-ine  practices  related  to  the  display  and 
execution  of  lirr.it  orders  on  the  CSE  (and,  as  proposed,  en 
tht  BSE).   To  our  knowledge,  broker-dealers  that  are  CSZ 
preferenced  dealers  do  not  generally  send  custoxer  li.T.it 
orders  to  the  CSE  for  display  as  part  of  the  CSE  quotation 
but  rather  hold  such  orders  off  the  floor  and  execute  tn=-. 
on  the  CS£  when  the  limit  price  is  hit.   While  this  prazt: 
facilitates  internalization  by  preferenced  dealers  of  the: 
own  market  orders  (because  no,  or  few,  lirr.it  orders  en  tr.e 
CSE  "book"  would  stand  in  the  way  of  market  order 
executions),  it  under.-nines  market  transparency  and  i.T.pade; 
price  discovery.   Moreover,  because  BSE's  proposal  allo-s 
preferencing  only  after  all  limit  orders  at  a  specific 
level  are  filled,  any  pattern  of  withholding  limit  orders 
fro.-n  the  BSE  floor  by  competing  specialists  would  nullify 
the  proposal's  chief  customer  protection  requirem.ent . 

BSE  cor.peting  specialists,  of  course,  like  regular 
specialists,  would  be  able  to  "lay  off"  risk  on  to  the 
primary  market  specialist  by  means  of  offsetting  executions 
following  a  BSE  transaction.   In  commenting  on  Market  2CCC, 
the  Exchange  raised  concerns  over  such  risk  transfer  fron 
non-primary  market  specialists  and  third  market  dealers  to 
primary  market  specialists." 

The  BSE's  proposal  would  inevitably  increase  this 
risk.   Moreover,  the  Amex  specialist,  and  customer  orders  :: 
the  Amex  book  entered  after  competing  dealer  orders,  would, 
under  current  Amex  rules,  be  required  to  yield  priority  ano 
parity  to  "lay  off"  orders  sent  to  the  Amex  by  competing 
specialists.   The  Exchange's  pending  "competing  dealers" 
proposal  (SR-Amex-90-29)  attempts  to  address  the  issue  of 
risk  transfer  and  foster  protection  of  customer  orders  by 
requiring  "competing  dealer"  orders  that  do  not  better  the 
existing  market  to  yield  priority  and  parity  to  off  floor 
customer  orders.   As  amended,  the  proposal  would  require 
Amex  specialists  (but  not  public  orders)  to  accord 
precedence  to  any  competing  dealers'  limit  orders  on  the 
specialist's  book."" 

We  note  that  the  Division's  Market  2000  Study  states 
that  Amex's  proposal  "raises  significant  intermarket  access 
issues"  and  "is  imposed  primarily  for  competitive  reasons." 
(Study  III-U.)   BSE  and  other  regional  exchanges  have 
strongly  objected  to  Amex's  proposal,  claiming  that  their 
specialists  can  not  satisfy  their  dealer  obligations  witno.t 
stepping  first  in  line  on  the  primary  market  book. 


"    Letter  from  James  R.  Jones,  Chairman,  Amex,  to  Jonatnan 
Katz,  Secretary,  SEC,  dated  December  8,  1992,  pp.U-i:. 

•■   Release  No.  34-30161,  January  7,  1992. 
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However,  it  is  incongruous  for  ESE  co.-petin? 
specialists,  while  being  perrri^ted  to  freely  inrernaliz 
their  captive  order  flow  ahead  of  the  regular  BSz' 
specialist,  to  then  offset  their  r.arket  risk'on'to  the 
specialist  with  priority  over  the  specialist  and  the 
pui:lic.   Axex  specialists,  then,  by  absorhir.g  risks  of 
preferenced  dealers,  are  required  to  subsidize 
internalization  of  regional  specialist  and  dealer  order 
flow,  in  effect,  supporting  the  very  efforts  that  will 
i.T.pece  efficient  price  discovery  on  the  A-ex.   ESE's 
proposal  undermines  its  stated  objections  to  A.T.ex's 
"cor.peting  dealer"  proposal  and  both  validates  and  incr 
the  concerns  expressed  by  the  Ar.ex  in  proposing  to  acco 
co-peting  dealers  a  less  favored  status. 


the 


By  encouraging  c 

preferenced  dealer  or  s 

can  only  detract  from  t 

fostering  opti.T.un  price 

interaction.   We  urge  t 

BSE  proposal  at  this  ti: 

potential  future  market 

on  regional  exchanges  a: 

initiatives  have  improvi 

liquidity,  enhance  pric( 

customer  orders  at  the  1 

rders  to  be  internalized  by  a 
pecialist,  preferencing  initiatives 
he  utility  of  the  auction  market  ir. 

discovery  by  maximizing  order 
he  Commission  to  defer  action  on  th 
me,  to  carefully  assess  both  past  a 

i.mpact  of  preferencing  arrangem.ent 
nd  to  determine  whether  such 
ed  or  likely  will  i.mprove  m.arket 
e  discovery  and  promote  execution  c 
best  possible  price. 


Sincerely, 


aJ^z^^ 


Chairman  Arthur  Levitt 
Commissioner  Mary  L.  Schapiro 
Commissioner  Richard  Y.  Roberts 
Commissioner  J.  Carter  Beese,  Jr. 
Brandon  C.  Becker,  Director 
Howard  L.  Kramer,  Associate  Director 
Sharon  M.  Lawson,  Assistant  Director 


2201L 


HM^ 


138 


NATIONAL  Association  of  securities  dealers.  Inc. 

1738  K  STUEET.  northwest 

WASHmaTON,  o.c.  aooo6-iso6 
(aoai  7aa-«ioo 


May  3,  1994 


The  Honorable  Edward  J.  Markey,  Chaiiinan 

and 
The  Honorable  Jack  Fields.  Ranking  Republican 
Subconimittee  on  Telecommunications  and  Finance 
United  States  House  of  Representatives 
316  Ford  House  Office  Building 
Washington,  DC.  20515-6119 

Dear  Chairman  Markey  and  Ranking  Republican  Fields: 

This  letter  responds  to  your  February  23,  1994  letter  to  me  on  the  steps  the 
securities  industry  i3  taking  to  respond  to  the  specific  recommendations  of  Secunties  and 
Exchange  Commission's  ("SEC"  or  "Commission")  recent  staff  study  entitled  A/ar<:e/ 
2000:  An  Examination  of  Current  Equity  Market  Developments. 

I.  Introduction 

On  January  27,  1994,  the  staff  of  the  Division  of  Market  Regulation  ("Division")  of 
the  SEC  released  its  long-awaited  Market  2000  Report.  The  Division  undertook  the  Market 
2000  Study  in  July  1992  to  evaluate  whether,  in  light  of  market  developments  since  1975,  the 
existing  regulatory  framework  for  equity  markets  was  adequate  to  ensure  that  the  markets 
remain  vibrant  and  efficient.  After  a  careful  analysis  of  the  comment  letters  received  on  the 
study,  opinions  and  information  received  from  market  participants,  markets,  and 
academicians,  and  other  mformarion  and  data  gathered  by  the  Division  staff,  the  Division 
concluded  that  today's  equity  markets  are  operanng  efficiently  within  the  existing  regulatory 
structure. 

In  sum,  the  Division  found  that;  (1)  the  maikets  are  handling  record  amounts  of  trading 
activity  smoothly  and  efficiently;  (2)  the  markets  are  contmumg  to  perform  efficiently  their 
primary  function  of  raising  capital  for  public  corporanons;  (3)  investors  have  a  wide  range  of 
alternative  trading  mechanisms  from  which  to  select;  (4)  although  the  trading  activity  in 
equity  securities  has  become  dispersed  among  vaiious  maikets  and  participants,  the  quality  of 
the  equity  markets  has  not  been  impaired;  and  (5)  self-regulatory  responsibilities  should 
remain  with  and  not  be  separated  from  the  fading  mai  kets.  Accordingly,  the  Division  found 
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that  no  major  revision  of  equit\'  market  regulation  or  the  Commission's  role  with  respect  to 
market  structure  is  needed  at  this  hme. 

The  Division  did,  however,  identify  four  broad  areas  that  the  Commission  should 
concentrate  on  "to  make  the  markets  work  better  for  investors  and  to  make  competition  work 
better  for  the  markets:"  (1)  Maiket  Infoimation  or  Transparency;  (2)  Fair  Treatment  of 
Investors;  (3)  Fair  Market  Compenrion;  and  (4)  Open  Market  Access.  Below  we  summarize 
each  of  the  Division's  specific  recommendations  and  set  out  the  position  of  the  NASD  on 
each  recommendation. 


n.        Market  Transparency 

1.  Reduced  Minimum  Spread  DifTerentiai 

A.  SEC  Recommendation 

SROs  should  change  theu-  respective  mles  to  abolish  1/8  and  adopt  either  1/16  or  1/32 
as  the  minimum  fraction  in  stock  quotations;  should  consider  adoption  of  decimal  pncing  as 
well;  and  should  modify  consolidated  tape  and  quote  facilities  to  accommodate  real-time 
dissemination  of  trades/quotes  containing  fractions  m  sixteenths  or  thirt>'-seconds,  and 
eventually  decimal  prices. 

B.  Discussion  ' 

As  of  April,  The  Nasdaq  Stock  Market  has  begun  printing  trade  reports  in  quotation 
intervals  of  l/16s,  l/32s  and  l/64s.  We  believe  that  this  change  has  improved  the  accuracy  of 
trade  information  in  the  Nasdaq  Stock  Market,  hi  addition,  we  are  actively  reviewing  the 
SEC's  proposal  to  reduce  quotation  increments  to  l/i6s  from  l/8s.  While  we  believe  that  this 
proposal  may  improve  the  overall  efficiency  and  competitiveness  of  the  Nasdaq  market,  we 
also  recognize  that  concerns  previously  have  been  expressed  that  such  a  change  could  reduce 
overall  liquidity  by  negatively  impacting  market  maker  profitability.  In  this  connection,  we 
note  that  one  of  the  strengths  of  the  U.S.  markets  is  that  secondary  and  even  tertiary  stocks 
trade  with  substantial  Uquidity.  We  note  that  markets  that  presently  trade  in  decimals,  such  as 
the  London  Stock  Exchange,  form  most  of  their  activity  and  liquidity  on  a  relatively  small 
number  of  stocks.  Accordingly,  the  NASD  uitends  to  carefully  study  the  implications  of 
reducing  the  standard  quotation  increment  carefully  before  responding  to  the  Commission 
staff  proposal. 

2.  Display  of  SelectNet  Orders 

A.        SEC  Recommendation 
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The  Division  recommends  that  the  NASD  examine  how  to  improve  access  to 
information  regarding  orders  entered  into  SelectNet,  consistent  with  goals  of  increased 
transparency. 

B.         Discussion 

The  NASD  Board  of  Governors  approved  non-member  access  to  SelectNet  broadcast 
orders  at  its  meeting  in  January,  1994.  That  i"ule  proposal  was  submitted  to  the  SEC  on 
February  15,  1994  and  is  awaiting  Commission  review  and  approval. 

3.  After-Hours  Trade  Reporting 

A.  SEC  Recommendation 

The  Division  recommends  that  the  SRO's  capture  all  tiades  in  U.S.  equities 
(exchange-listed  and  Nasdaq  National  Market)  that  occur  after-hours  (outside  the  hours  of 
operation  of  the  consolidated  tape),  that  trades  nominally  executed  abroad  (negotiated  here 
and  booked  with  overseas  affiliates)  be  considered  US  n-ades  for  these  puiposes,  and  that 
information  regarding  these  trades  be  published  prior  to  the  consolidated  system  opening  each 
morning. 

B.  Discussion 

The  NYSE  currently  collects  this  infoimation  from  its  members  under  Rule  410(b). 
The  NASD  also  collects  this  information  on  Foim  T,  but  some  fums  still  submit  Form  T 
manually  on  a  weekly  basis.  We  would  need  to  change  the  Form  T  requirement  to  require 
daily  reports  prior  to  the  opening,  and  would  need  to  coordinate  with  the  NYSE  to  avoid 
duplicative  reporting.  We  also  would  need  to  develop  a  means  for  interpreting  and  enforcing 
the  "nominal  overseas"  trade  recommendation.  The  NASD  anticipates  discussions  with  the 
NYSE  to  resolve  these  issues. 

Overall,  the  pre-opening  publication  of  overnight  high/low  price  informarion  and 
aggregate  volume  appears  to  be  a  soimd  recommendation  that  we  support. 

4.  Display  of  Customer  Limit  Orders 

A.        SEC  Recommendation(s) 

The  Division  recommends  that  the  SROs  should  consider  whether  to  encourage  the 
display  of  all  limit  orders  in  exchange-listed  stocks  priced  better  than  the  best  inteimarket 
quotation  (unless  the  ultimate  customer  expressly  requests  that  an  order  not  be  displayed). 
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The  Division  also  recommends  that  the  NASD  consider  whether  to  encourage  the  display  of 
limit  orders  in  Nasdaq  stocks  when  the  orders  aie  at  piices  that  are  better  than  the  best  Nasdaq 
quotes  (unless  the  ultmiate  customer  expressly  requests  that  an  order  not  be  displayed) 

B.        Discussion 

The  NASD  has  taken  a  number  of  steps  to  enhance  limit  order  protection  and 
interaction  with  the  markets.  The  NASD  Boaid  of  Governors  has  proposed  to  eliminate  the 
disclosure  safe  harbor  provided  by  Manning  v.  E.  F.  Hution  for  a  member  executmg 
transactions  for  its  own  trading  account  at  prices  better  than  the  price  of  a  limit  order  it  held 
for  its  customer  if  it  informed  the  customer  that  the  member  would  give  its  own  position 
priority.  The  proposal  was  sent  to  the  SEC  on  October  13,  1993. 

The  NASD  has  proposed  to  the  SEC  on  Maich  4,  1994,  a  successor  to  the  Small  Order 
Execution  System  (SOES)  called  the  Nasdaq  Primary  Retail  Order  View  and  Execution 
System  (N«PROVE),  for  execurion  and  pnce  improvement  of  small  sized  customer  orders. 
N»PROVE  will  provide  an  uiteractive  limit  order  processing  capability  that  will  facilitate 
price  improvement  for  incoming  market  (or  limit)  orders  and  price  protection  for  limit  orders. 
The  limit  order  file  will  store  pnced  orders  in  time  pnonty  as  they  enter  the  system  and  will 
deliver  the  orders  for  execution  as  the  mside  mai  ket  reaches  the  limit  pnce.  Where  limit 
orders  residing  in  N«PROVE  are  at  prices  supenor  to  the  best  bid  or  offer,  subsequent 
incommg  market  orders  will  be  priced  for  execution  at  the  limit  order  pnce  and  will  either  be 
executed  at  the  improved  price  by  a  maiket  maker  or  will  be  matched  and  executed  agamst 
the  liinit  order  without  the  participation  of  a  maiket  maker  N«PROVE  will  also  mclude  an 
alert  that  indicates  when  there  are  limit  orders  in  the  system  that  better  the  mside  quote, 
enabling  broker  dealers  to  execute  those  orders  quickly. 

Moreover,  our  Nasdaq  Workstation  II,  which  is  now  being  developed,  will  provide 
the  ability  to  display  all  customer  limit  orders  sent  into  the  limit  order  file.  We  believe  that 
this  new  Workstation  display  should  go  a  long  way  to  sansfying  the  concerns  underlymg  the 
Division's  recommendation  by  ensuring  that  lunit  orders  that  improve  on  the  inside  pnce  will 
be  available  for  broker  dealers  to  view  and  execute 

While  the  display  of  customer  limit  orders,  done  properly,  may  benefit  some 
customers,  the  inclusion  of  those  orders  in  a  Nasdaq  market  maker's  quote  may  actually 
reduce  the  quality  of  the  market.  In  a  competing  market  maker  environment,  dealers 
compete  to  attract  large  orders  by  committing  to  trade  in  size  with  institutional  customers 
for  as  much  as  10,000  shares  at  the  inside  quotation.  This  depth  and  immediacy  is  a 
service  that  improves  the  overall  quality  of  the  market.   Displaying  all  limit  orders, 
however,  could  seriously  distort  the  picture  of  the  maiket  and  jeopardize  the  continued 
willingness  of  Nasdaq  market  makers  to  provide  commitments  for  large  orders  at  the 
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inside  quotation  price.  For  this  reason  the  NASD  does  not  at  this  rime  favor  the 
mandatory  inclusion  of  limit  orders  in  the  quote. 

5.         Order  Exposure 

A.  SEC  Recommendation 

The  Division  recommends  diat  the  NYSE,  together  with  other  SROs,  coordinate  the 
development  of  an  order  exposure  rule  for  Commission  consideration  after  the  Division's 
other  transparency  recommendations  have  been  implemented.  Without  being  specific,  the 
Division  suggests  that  it  has  in  mind  something  akin  to  the  1982  proposal,  re,,  a  requirement 
that  all  orders  in  exchange  listed  securities  (with  an  exception  for  size)  be  held  out  to  other 
marketplaces  before  execution.  The  Division  also  states  that  it  would  expect  that  the  rule  be 
designed  to  permit  customers  to  opt-out  of  order  disclosuie. 

B.  Discussion 

The  Division  seems  to  indicate  in  the  study  that  it  doubts  the  desirability  and 
practicability  of  an  order  exposure  rule.  For  example,  the  Division  states  that  in  developing 
the  rule  the  SROs  should  remember  that  "order  exposure  mies  may  change  the  pricing  of 
market  making  services  with  no  specific  benefit  to  customers  on  a  transactional  basis."  In 
addition,  the  Division  acknowledges  that  an  order  exposure  loile  "could  impose  substantial 
costs  on  market  participants." 

The  Division's  caution  in  this  recommendation  is  well-founded.  The  likelihood  of  an 
order  actually  being  executed  during  a  veiy  short  exposuie  peiiod  is  very  low  while  the 
confusion  caused  by  constantly  changing  quotes  is  very  high.  The  Commission  has  previously 
proposed  an  order  exposure  rule,  but  received  an  oveiAvhelmingly  negative  response  from  the 
broker-dealer  commenters  precisely  because  it  is  so  unwieldy.  In  contrast,  each  of  the 
regional  exchanges  and  the  third  market  now  provide  small  order  execution  systems  that 
permit  price  improvement  opporturuties,  without  order  exposure  (e.g.,  by  guaranteeing 
customers  the  best  price  prmted  during  a  specified  penod  prior  to  the  execution  against  a 
displayed  quote).  Experience  thus  suggests  that  there  are  a  wide  variety  of  means  to  meet  the 
goal  of  customers  receiving  better  executions  thiough  price  improvement  and  that  it  would  be 
highly  undesirable  to  mandate  the  most  costly,  most  confusing  and  least  effective  means  to 
reach  that  goal.  We  are  encouraged  to  see  that  the  Division  has  focused  its  comments  on 
price  improvement  for  customer  orders,  and  believe  that  is  the  more  appropriate  approach. 

in.      Fair  Treatment  of  Investors 

1.         Nasdaq  Limit  Order  Handling 
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A.  SEC  Recommendation 

The  Division  recommends  that  Nasdaq  market  makers  should  not  be  permitted  to  put 
their  interests  ahead  of  a  customer's  limit  order,  regardless  of  where  the  order  ongmates. 

B.  Discussion 

The  NASD  submitted  a  rule  proposal  to  the  SEC  on  October  13,  1993  that  would 
prohibit  members  from  trading  ahead  of  their  own  customer's  limit  orders    In  its  report  the 
Division  notes  that  this  rule  proposal  is  too  narrowly  focused  on  a  furo's  own  customers.  The 
Division  does  not  believe  that  it  is  appropnate  to  distinguish  handling  of  customers  limit 
orders  based  on  whether  they  are  sent  to  another  market  maker  for  handling.  Accordingly,  the 
Division  recommends  that  the  proposal  be  extended  to  mclude  all  customer  limit  orders. 

A  Limit  Order  Task  Force,  composed  of  knowledgeable  industry  participants,  has  been 
established  to  discuss  extendmg  the  trading-ahead  prohibition  to  mclude  customer  orders 
received  from  another  member,  the  so-called  "member-to-member"  limit  orders.  The  NASD 
is  committed  to  examinmg  this  suggestion,  and  the  Task  Force  is  scheduled  to  formulate 
recommendations  for  the  Boaid's  considerarion  at  its  July  meeting.  We  expect  the  Board  to 
reach  a  final  decision  on  this  issue  at  its  September  meetmg. 

2.         Payment  for  Order  Flow 

A.  SEC  Recommendation 

In  October  1993,  the  Division  proposed  rules  to  requiie  increased  disclosure  of 
payment  for  order  flow  on  customer  confirmations  and  annual  account  statements.  The 
Division  is  currendy  reviewing  the  comments  received  on  this  proposal  and  intends  to 
forward  a  recommendation  for  final  action  to  the  Commission  m  the  near  future. 

B.  Discussion 

The  term  'payment  for  order  flow"  refers  to  payments  by  market  makers  and 
specialists  to  brokers  to  induce  them  to  send  their  flow  of  small  orders  to  purchase  or  sell 
securities  for  execution.  Cash  payment  is  only  one  of  many  inducements  for  order  flow  that 
the  Division  believes  raise  policy  and  legal  issues  relatmg  to  fiduciary  duties  and  best 
execution  owed  to  customers.  The  Division  believes  that  customers  need  more  information  so 
that  they  can  monitor  more  closely  where  payments  or  inducements  are  provided.  To  this 
end,  the  SEC  has  proposed  rules  to  requu^e  additional  disclosuie  on  customer  confirmations 
and  on  yearly  account  statements.  The  NASD  submitted  a  sunilar  rule  proposal  to  the  SEC  in 
September  1993  and  has  commented  favorably  on  the  SEC's  proposals,  with  a  few  suggested 
modifications  to  those  proposals  to  reduce  the  impact  and  lessen  costs  on  broker-dealers. 
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3.  Increased  Soft  Dollar  Disclosures 

A.  SEC  Recommendation(s) 

The  Division  recommends  that  advisers  should  disclose  quantifiable  information  about 
soft  dollar  arrangements,  including  specific  information  regarding  the  research  and  other 
services  an  adviser  receives.  In  addition,  the  Division  recommends  that  advisers  should  be 
required  to  make  explicit  statements  regarding  conflicts  of  interest  created  by  soft  dollar 
arrangements,  and  that  soft  dollar  disclosuie  requirements  be  applied  to  in-house  as  well  as 
third  party  research.  The  Division  adds  that  bank  regulators  should  consider  whether 
increased  disclosure  should  apply  to  banks  acting  as  advisers. 

B.  Discussion 

This  recommendation  is  consistent  with  previous  NASD  Institutional  Investors 
Committee  and  Board  proposals.  We  support  this  recommendation. 

4.  Broker-Dealer  Assessment  of  Automated  Routing  Arrangements 

A.  SEC  Recommendation 

The  Division  recommends  that  broker-dealers  regularly  examine  the  quality  of 
competing  markets  to  verify  that  order  flow  is  duected  to  the  market  providing  the  most 
advantageous  terms  for  customer  orders.  The  broker-dealer's  examination  would  focus  on 
whether  a  market  is  providing  best  prices,  but  would  include  other  factors  including  the  speed 
of  executions. 

B.  Discussion 

This  recommendation  underscores  the  importance  of  already  existing  obligations  to 
monitor  for  and  comply  with  current  best  execution  requirements,  and  we  support  it. 

5.  Price  Improvement 

A.  SEC  Recommendation 

A  market  or  market  center  trading  a  listed  stock  should  offer  some  possibility  of  price 
improvement. 

B.  Discussion 


145 


8 

The  Division  accurately  notes  in  the  repoit  that  the  third  market  makers  today 
generally  provide  some  opportunity  to  unprove  the  execunon  pnce  of  small  customer  orders. 
Accordingly,  we  agree  with  the  Division's  recommendation  that  a  pnce  improvement 
standard  is  appropriate  for  all  markets  competing  m  stocks  listed  on  an  exchange.  However, 
we  bebeve  that  the  markets  should  have  wide  lantude  to  develop  the  means  by  which  they 
achieve  price  improvement.  For  instance,  while  order  exposure  certainly  could  result  m  price 
improvement  we  believe  it  would  be  costly  and  ineffective  to  require  order  exposure  in  the 
third  market.  Because  of  the  complexity  of  the  issue,  we  will  study  this  matter  further  to 
develop  specific  recommendanons. 

IV.       Fair  Market  Competition  , 

1.  Third  Market  Surveillance  and  Order  Handling 

A.  SEC  Recommendation 

The  Division  recommends  that  the  NASD  develop  a  comprehensive  program  for 
examining  third  market  activity  as  a  "maiket.  not  merely  as  [mdividual]  broker-dealers."  This 
program  would  mclude  reviews  of  market  maker  performance  and  order  handlmg  practices  as 
well  as  assessments  of  the  "integrity  of  their  automated  systems." 

B.  Discussion 

The  NASD  has  in  place  a  comprehensive  third  maiket  surveillance  and  examination 
program.  The  NASD  will  work  with  the  Commission  on  the  remaining  recommendations 
havmg  to  do  with  display  of  customer  limit  orders  that  are  better  than  existing  ITS  best  bid  or 
offer,  customer  limit  order  protection,  crossmg  of  customers'  orders,  and  fixed  standards  for 
queuing  and  executing  customer  orders.  We  expect  that  these  discussions  also  will  result  m 
the  Commission  taking  action  on  the  Division's  recommendation  that  ITS/CAES  be  opened  up 
to  all  listed  stocks. 

2.  Proprietary  Trading  Systems  ("PTS") 

A.        SEC  Recommendation 

The  Division  recommends  abandoning  proposed  Rule  15c2-10  (which  would  have 
required  registering  PTS's  and  imposed  on  them  SRO-like  obligations),  histead  of  Rule  15c2- 
10,  the  Division  recommends  mcreased  record-keeping  for  PTS  and  all  automated  trading 
systems  that  "permit  customers  or  other  broker-dealers  to  effect  transactions  with  the  sponsor 
of  the  system  or  permit  trading  du-ectly  between  customers"  In  other  words,  the  Division 
recommends  elimmatmg  the  "propnetary"  trading  system  disnnction  and  applying  special 
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record-keeping  rules  to  all  "automated  trading  systems"  (ATS),  including  apparendy  internal 
execution  systems  of  the  integrated  broker-dealers  and  automated  dealer  systems. 

Subsequent  to  publication  of  the  Report,  the  Commission  published  for  comment 
proposed  Rule  17a-23  which  would,  as  recommended  by  the  Report,  require  that  broker- 
dealers  report  quarterly  to  the  Commission  the  volume  of  quotations,  orders,  and  executions 
occurring  in  any  automated  execution  systems  operated  by  the  broker-dealer. 

B.        Discussion 

The  NASD  believes  the  Division's  approach  to  propnetary  trading  systems  is  too 
passive  and  its  approach  to  broker-dealer  trading  systems  is  too  active.  With  respect  to 
proprietary  trading  systems,  the  Division  states  that  it  still  believes  that  all  proprietary  trading 
systems  (except  the  Anzona  Stock  Exchange)  are  broker-dealers,  not  exchanges.  This 
conclusion  discounts  the  importance  of  the  technological  and  maiket  changes  that  have 
resulted  in  proprietary  trading  systems  accounnng  for  significant  levels  of  trading  in  U.S. 
equity  securities. 

In  light  of  the  increased  significance  of  these  systems,  the  NASD  is  concerned 
that  the  present  no-action  process  does  not  permit  public  scrutiny  of  changes  by  these 
sponsors  in  the  rules  relating  to  trade  execution  requirements,   trade  reporting  for 
surveillance  or  public  dissemination,  participant  access,  service  charges,  or  financial 
responsibility  of  participants.   This  limited  review  process  also  permits  sponsors  to 
make  changes  in  their  proprietary  trading  systems  far  more  quickly  and  with  less 
regulatory  oversight  than  would  be  the  case  for  an  SRO. 

Even  while  adapting  a  passive  approach  to  the  regulation  of  proprietary  trading 
systems,  the  Commission's  proposed  new  record-keeping  requirements  with  respect  to  all 
automated  execution  systems  operated  by  broker-dealers  (proposed  Rule  17a-23)  appears 
overly  broad.    It  is  not  clear  what  regulatory  purpose  would  be  served  by  requiring  that  every 
broker-dealer  that  internally  automates  the  execution  of  its  order  flow  report  each  quarter  to 
the  Commission  the  total  volume  of  quotations,  orders,  and  executions  that  are  effected  via 
such  automated  execution  systems.  A  senous  quesnon  exists  as  to  what  value  this 
information  would  yield  relative  to  the  cost  of  its  tabulanon  and  mamtenance.  The  NASD  is 
preparing  a  comment  letter  to  the  Commission  on  this  proposal. 

3.         Section  31  Fees 

A.        SEC  Recommendation 

Section  3 1  should  be  amended  to  apply  to  n-ansactions  in  Nasdaq  securities. 
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B.        Discussion 

The  Division  noted  that  Section  3 1  fees  are  designed  to  compensate  the  federal 
government  for  the  cost  of  regulating  and  overseeing  the  secunries  markets.  Since  the 
Commission  uses  the  same  resources  to  oversee  and  regulate  die  Nasdaq  Stock  Market  as  it 
does  the  exchanges,  the  Division  concluded  that  it  would  be  appropriate  to  charge  both 
markets  for  the  regulatory  costs  mcuired  by  die  Commission.  The  Commission  has  drafted 
legislation  to  implement  this  recommendation. 

4.         SRO  Rule  Changes 

A.  SEC  Recommendation 

The  Division  staff  will  recommend  to  the  Commission  the  amendment  of  Rule  19b-4 
to  expedite  approval  of  selected  SRO  system  changes  diat  aie  submitted  as  SRO  rule  changes 
Basically,  routine  procedural  and  admmistiative  modifications  to  existing  SRO  order  routing 
and  trading  systems  would  be  deemed  effecrive  on  the  date  of  the  Commission's  receipt  of  the 
SRO  rule  filing. 

B.  Discussion 

The  Division  staff  committed  to  work  with  the  SROs  m  developing  amendments  to 
Rule  19b-4  that  would  expand  the  categones  of  SRO  rule  changes  that  could  take  effect  upon 
filing  with  the  Commission.  At  a  minimum,  these  amendments  would  encompass  routine 
procedural  and  administrative  changes  to  existing  order  routing/trading  systems  operated  by 
the  respective  SROs.  The  NASD  supports  this  recommendation,  which  only  relates  to  nunor 
rulemaking.  We  also  encourage  the  Coinmission  to  expedite  review  and  approval  for  more 
substantive  rule  changes,  especially  if  the  Commission  does  not  adopt  an  approach  to  PTSs 
such  as  we  discussed  above. 

V.        Open  Market  Access 

1.         Issuer  Delistings  and  NYSE  Rule  SOO/Amex  Rule  18 

A.        SEC  Recommendation 

The  Division  recommended  abolishing  direct  shareholder  approval  of  a  delisting 
decision  and  substituting  a  standard  based  on  some  formula  of  action  by  the  company's  board 
of  directors;  e.g.,  delisting  could  be  based  on  approval  by  the  board,  including  a  majority  of 
the  company's  independent  directors,  or  a  separate  review  and  approval  recommendation  from 
the  board's  audit  committee. 
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B.        Discussion 

NYSE  Rule  500  provides  for  a  super-majonty  of  shareholders  —  66%  of  outstanding 
shares  —  to  approve  delisting  coupled  with  a  failure  of  10%  of  the  individual  shareholders  to 
object  to  the  delisting  proposal.  Amex  Rule  18  requires  the  issuer  to  file  a  copy  of  the  board 
resolution  authorizing  voluntary  delisting  and  a  statement  aiticulating  the  reasons  for  domg 
so.  Amex  then  notifies  the  issuer  whether  those  reasons  wanant  the  proposed  delisting  and 
whether  the  issuer  will  be  required  to  send  notification  to  its  shareholders  at  least  15  days 
before  filing  with  the  Commission  under  Section  12(d).  In  contrast,  an  issuer  may  voluntarily 
terminate  its  listing  on  the  Nasdaq  Stock  Maiket  simply  by  sending  written  notice  to  the 
NASD. 

In  1934  when  the  Securities  Exchange  Act  was  enacted.  Rule  500  may  have  helped 
prevent  companies  fi"om  deregisteiing  under  Section  12(d)  to  avoid  repoiting  requirements. 
Such  a  statutory  justification  for  Rule  500  has  not  been  valid  smce  at  least  1964,  however, 
when  the  Act  was  amended  making  it  statutorily  impeimissible  for  a  company  currently  in 
compliance  with  NYSE  listing  standards  to  avoid  requirements  merely  by  delisting.  Further, 
the  NASD  imposes  the  requu-ement  that  all  companies  listed  on  Nasdaq  be  registered  under 
Section  12,  so  that  if  a  company  left  the  NYSE  the  NASD  would  still  impose  registration 
requirements  on  that  company  before  listing  on  Nasdaq. 

In  1988,  the  Commission  recognized  that  Nasdaq/NMS  provides  substantially 
equivalent  protection  against  abuse  as  is  provided  investors  in  exchange-listed  securities. 
Specifically,  in  Release  No.  34-6810  (December  16,   1988)  the  SEC  stated: 

The  Nasdaq/NMS  market  has  undergone  considerable  growth  and  development 
in  recent  years.  Nasdaq/NMS  securities  have  become  subject  to  real-time 
transaction  and  quotation  reporting... the  Commission  believes  that  the  NASD 
provides  investors  in  these  seciuities  substantially  equivalent  protection  against 
abuse  as  is  provided  investors  in  exchange-traded  securities.  With  the  adoption 
by  the  Commission  earlier  this  year  of  Rule  19c-4  under  the  Act,  Nasdaq/NMS 
securities  and  most  exchange-listed  issuers  are  subject  to  equivalent 
shareholder  disenfi-anchisement  protections  For  these  reasons,  the  Commission 
believes  tiiat  Nasdaq/NMS  and  exchange-listed  securities  trade  m  a 
environment  subject  to  substantially  equivalent  disclosure,  regulatory  and 
surveillance  protections,  and  deserve  to  be  traded  comparably. 

In  making  this  recommendation  on  NYSE  Rule  500  and  Amex  Rule  18,  the  Division 
opted  for  competitive  forces  to  determine  whether  a  company's  security  remains  listed  on  a 
given  primary  market.  Such  competition  has  not  existed  previously  because  of  the 
NYSE/Amex  requirements  for  voluntary  delisting   Accordingly,  the  NASD  strongly  supports 
this  recommendation. 
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2.  After-Hours,  Off-Board  Trading  Restrictions 

A.  SEC  Recommendation 

The  NYSE  should  submit  a  proposed  mle  change  to  lift  its  off-board  trading 
restrictions  as  they  apply  to  after-hours  trading.  If  the  NYSE  were  to  develop  a  "viable  after 
hours  trading  session  that  operates  after  the  N\'SE  Crossmg  Sessions, "  however,  the  Division 
would  be  willing  to  reconsider  w  hether  off-board  trading  restrictions  could  apply  dunng  the 
session's  operation. 

B.  Discussion 

Experience  fi^om  the  past  15  years  since  Rule  19c-3  was  adopted  to  remove  off  board 
trading  restrictions  indicates  that  the  consequent  mcrease  in  competirion  has  resulted  in  the 
primary  market  centers  narrowing  spreads  and  implementing  and  upgrading  automated  order 
routing  systems  and  reducmg  transactions  fees.  While  the  NASD  believes  that  the  securities 
markets  have  evolved  to  a  pouit  justifying  the  removal  of  aH  off-board  trading  restrictions,  we 
recognize  that  such  an  imriarive  would  be  controversial.  In  the  mterim,  however,  off-board 
trading  restrictions  before  and  after  traditional  auction  market  hours  should  be  eliminated  so 
that  investors  would  have  unrestricted  access  to  the  third  market  for  extended  periods  of  time 
when  other  U.S.  markets  are  unavailable.  Maintaming  off-board  trading  restrictions  during 
time  periods  when  those  markets  are  closed  achieves  only  one  effect:  it  forces  those  investors 
wanting  to  trade  to  take  theu-  trades  to  overseas  markets. 

We  therefore  strongly  agree  with  this  recommendation  and  will  encourage  the 
Commission  in  its  efforts  to  persuade  the  NYSE  to  remove  its  after-hours,  off-board  trading 
restrictions.  In  addition,  the  development  of  a  "viable"  after-hours  NYSE  trading  system 
should  not  justify  the  retention  of  the  after-hours  trading  resdictions,  given  the  strong  posirive 
effects  of  competition.    The  NASD  operates  two  after-hours  trading  systems,  the  Nasdaq 
International  Service  and  the  SelectNet  service,  and  tradmg  of  exchange-listed  securities 
without  off-board  trading  restrictions  in  these  services  should  be  fiirther  explored. 

3.  rrS/CAES  -  Inclusion  of  non-Rule  19c-3  securities  and  regulatory  reforms. 

A.  SEC  Recommendations 

The  Division  recommends  expansion  of  the  ITS/CAES  linkage  to  include  non-Rule 
19c-3  securities. 

B.  Discussion 
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For  the  past  three  years,  the  NASD  has  pursued,  without  success,  a  modification  to  the 
ITS  plan  to  enable  trading  of  non-Rule  19c-3  secunnes  through  die  ITS/CAES  linkage.  The 
latter  is  an  electronic  link  that  permits  NASD  members  (who  register  widi  die  NASD  as 
ITS/CAES  market  makers)  to  compete  for  orders  mitiaily  directed  to  a  participating  exchange 
and  to  unwind  positions  in  other  ITS  maikets  that  were  established  m  making  over-tiie- 
counter  markets  in  exchange-listed  secunties.  Such  an  expansion  of  the  ITS/CAES  linkage 
would  provide  market  making  opportunities  m  hundreds  of  exchange-listed  issues  that  were 
listed  on  the  NYSE  and  Amex  pnor  to  Apnl  26,  1979.  Accoidmgly,  the  NASD  strongly 
supports  this  recommendation. 


Thank  you  for  seeking  our  views  on  this  important  study.  We  hope  that  our 
comments  and  action  initiatives  have  been  responsive  to  your  inquiry.  If  we  can  be  of 
any  further  assistance,  please  do  not  hesitate  to  call  on  us. 


Sincerely, 


<==^2*^7MU4^kw.^ 


MADF 
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BERNARD  L.  MADOFF  212 2302424 

Investment  Securities  800  334  1343 

885  Third  Awnue  Nc»  \oA..  NV  10022-4834  ^"^  235130 

Fax  212  486-8178 


June  16,  1994 


Stephen  A.   Blumenthal,  Esq. 
Minority  Counsel 

Committee  on  Energy  and  Commerce 
H2-564  Ford  House  Office  Building 
Washington,  DC  20515 

Dear  Mr.  Blumenthal; 


Thank  you  for  your  invitation  to  respond  to  the  answer  to  Question  10  as  asked 
by  the  Subcommittee  on  Telecommunications  and  Finance  to  Mr.  William  H 
Donaldson,  Chairman  of  the  New  York  Stock  Exchange    Mr.  Donaldson 
responded  to  the  Subcommittee  by  letter  dated  October  5,  1993    The  question 
and  Mr.  Donaldson's  reply  concern  the  procedures  used  by  our  firm  in 
discovering  best  price    It  is  important  to  clarify  not  only  the  response  of 
Chairman  Donaldson  but  the  premise  posed  by  Question  10  of  the 
Subcommittee.   Question  10  correctly  describes  the  Madoff  price  improvement 
process  as  it  relates  to  stopping  orders  and  dissemination  of  an  improved  quote 
via  the  ITS  system    The  statement  as  to  how  and  when  pnce  improvement  is 
achieved  is  incomplete. 

The  premise  of  our  price  improvement  system  is  to  define  opportunities 
for  price  improvement  for  each  order  we  receive  in  every  stock  we  trade  across 
the  entire  National  Market  System  (NMS).  Our  price  improvement  system,  which 
regularly  achieves  better  prices  for  our  clients,  drives  the  inside  quote  to  the 
minimum  differential  throughout  the  entire  ITS  system  and  forces  all  market 
centers  to  compete  with  our  quotes  and  trades  This  benefits  not  only  our  clients' 
orders  but  orders  resident  throughout  the  NMS. 

Any  market  order  received  by  Madoff  in  a  security  v^tiich  has  a  spread  that  is 
greater  than  an  1/8  is  defined  as  eligible  for  possible  price  improvement. 
Approximately  50%  of  those  eligible  orders  do  in  fact  receive  an  improved  price  from 
our  system.  Our  system  operates  in  the  following  manner. 


Affiliated  with: 

Madoff  Securibes  International  Ltd. 

43  London  Wall.  London  England  EC2M  5TB.071-374  0891 
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Example 

1)  Customer  sends  an  order  to  sell  4850  shares  of  IBM  at  the 
market 

2)  National  market  system  quotation  montage 
IBM    NYSE      91         (2000)  X  91  1/4  (1000) 

MADF     91         (1000)  X  91  1/4  (3000) 
PSE        90  7/8     (500)  x  91  3/8     (500) 

3)  Consolidated  inside  quote  (best  bid  and  offer) 

IBM(BBO)  91x911/4 

4)  Madoff  stops  the  entire  order  of  4850  shares  IBM  at  91  and 
our  system  automatically  changes  our  ITS  quote  to  reflect 
an  offering  at  91  1/8      (91  x  91  1/8) 

By  offering  stock  at  91  1/8,  we  are  attempting  to  find  indications  of  anyone  willing 
to  pay  higher  than  91 .  This  means  that  the  new  inside  market  that  is  reflected  on 
every  exchange  and  market  center  is  now  91  bid,  91  1/8  ask.  This  quote  change 
stays  active  for  one  minute.  If  during  that  one  minute  any  other  market  center  takes 
any  part  of  our  offering  at  91  1/8,  we  would  then  execute  and  buy  our  customer's 
entire  4850  shares  at  91  1/8.  This  would  occur  even  though  we  might  have  only 
sold  100  shares  at  91  1/8  to  another  exchange  through  their  ITS  response.  If  during 
that  one  minute  time  frame  IBM  traded  at  91  1/8  on  the  primary  exchange,  away 
from  our  market,  our  system  seeing  that  activity  would  automatically  execute  the 
customer's  entire  4850  shares  at  91  1/8  even  though  we  didn't  make  any  sale 
through  ITS.  If  however,  during  that  one  minute  time  frame  IBM  neither  traded  at  91 
1/8  or  no  other  exchange  or  market  center  took  our  91  1/8  offering,  only  then  would 
we  execute  the  4850  shares  at  the  91  stop  price. 

The  critical  distinction  between  our  price  improvement  system  and  that  of 
any  other  marketplace  is  that  we  tighten  the  spread  and  present  price 
improvement  opportunities  to  the  entire  National  Market  System.  We  may  cause 
the  NYSE  and  other  markets  to  compete  at  that  price  in  their  own  marketplace 
for  the  benefit  of  their  customer,  but  not  necessarily  satisfying  Madoff  s  market 
in  ITS.  Nevertheless,  that  primary  market  activity  at  the  improved  price  would 
result  in  our  satisfaction  of  our  client's  entire  order  at  the  improved  price  even 
though  we  did  not  trade  at  that  price.  Our  price  improvement  is  not  solely  dependent 
on  activity  that  flows  through  ITS,  or  our  own  systems. 


153 


MADF 

Furthermore  it  is  quite  likely  that  a  major  portion  of  the  primary  market's  own  price 
improvement  activity  is  a  result  of  their  having  to  match  our  better  quote  reflected  In 
ITS  so  as  not  to  violate  the  trade  through  rules.  The  SEC  has  asked  all  market 
centers  to  reflect  their  aowd's  interest  in  ITS,  yet  only  Madoff  has  done  this.  Our 
system  is  the  only  one  that  exposes  orders  aaoss  all  markets  for  price  improvement. 
All  other  exchanges  limit  their  exposure  to  their  own  floor. 

Chairman  Donaldson's  response  implies  that  we  can  "pick  and  choose  in 
which  stocks  we  offer  this  service".  This  is  misleading  and  inaccurate.  We  have 
chosen  to  make  regular  and  continuous  markets  in  over  400  NYSE  listed  securities. 
We  are  registered  active  ITS  participants  in  every  one  of  those  securities. 

Our  choice  of  which  stocks  we  trade  is  not  any  different  than  the  New  York 
Stock  Exchange's  choice  of  which  stocks  they  accept  for  trading.  Their  decision  as 
well  as  ours  is  based  on  an  assessment  of  what  is  best  for  themselves  and  their 
customers.  We  do  not  attempt  to  be  all  things  to  all  people.  We  only  make  markets 
in  securities  where  we  are  prepared  to  offer  significant  liquidity  all  the  time.  We  are 
dealers  in  securities  in  which  our  clients  have  a  regular  and  continuous  interest  We 
do  not  receive  listing  fees,  nor  do  we  have  any  monopolies  in  any  securities  granted 
to  us  by  any  market  center.  The  securities  we  make  markets  in  account  for  85%  of 
all  volume  traded  on  the  NYSE.  We  believe  that  offers  our  clients  significant 
services  and  benefits. 

Unlike  the  Specialist  on  the  NYSE  and  other  markets  centers,  our  traders 
cannot  differentiate  which  orders  and  which  customers  are  eligible  for  price 
improvement  Our  system  is  not  arbitrary  or  subjective  All  orders  and  all  customers 
are  treated  exactly  the  same.  The  system  monitors  and  performs  all  aspects  of  our 
price  improvement  process.  As  stated  earlier,  any  market  order  received  by  Madoff 
in  a  security  which  has  a  spread  that  is  greater  than  1/8  is  defined  as  eligible  for 
price  improvement.  This  is  measured  by  the  National  Market  System  inside  quote 
(NBBO).  The  NYSE  defines  price  improvement  as  measured  solely  against  their 
martlet.  Much  of  the  time,  NYSE  price  improvement  is  merely  the  result  of  their 
having  to  compete  against  tighter  quotes  and  spreads  in  ours  and  other  ITS  mari<et 
centers. 

Chairman  Donaldson  also  makes  reference  to  the  fact  that  orders  of  a  certain 
size  are  not  eligible  for  price  improvement.  That  again  is  misleading.  Madoff 
provides  price  improvement  opportunities  for  all  market  orders.  Orders  300  shares 
and  over  are  exposed  for  pnce  improvement  through  ITS.  Orders  under  300  shares 
receive  price  improvement  through  an  algorithm  based  on  last  sale  activity  in  the 
primary  market.  This  is  also  totally  automated,  involving  no  subjectivity  of  the  market 
maker;  and  is  available  to  all  our  clients'  orders  The  net  results  of  Madoff  s  price 
improvement  procedures  obtains  a  documented  improvement  rate  that  exceeds  that 
of  the  New  York  Stock  Exchange  or  any  other  mari<et  center. 


MADF 

154 


BOSTON  PUBLIC  LIBRARY 


3  9999  05982  362  3 


People  who  understand  the  services  we  provide  and  our  market  making 
activity  could  not  possibly  characterize  our  executions  and  price  improvement 
system  as  anything  less  than  the  standard  of  excellence  for  the  entire  national 
Market  System. 

Once  again  let  me  thank  the  Subcommittee  for  the  opportunity  to  respond  and  clarify 
these  issues. 


Sincerely, 
Peter  B.  Madoff 


Bernard  L.  Madoff 
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Nicholas  A  Gior^no 

P'eS'Oem  ana  Cfiiet  Ejiecuiive  Officer 


July  5,  1994 


The  Honorable  Edward  J.  Markey 
Chairman  of  Telecommunications  and 
Finance  SubcommiCtee 
U.  S.  House  of  Representatives 
Washington,  D.C.  20515 

1  ^ 
Dear  Mr.  Chairman: 

On  behalf  of  the  Philadelphia  Stock  Exchange  (PHLX) ,  I  want  to 
thank  you  for  your  cosponsorship  of  H.R.  4535,  the  Unlisted  Trading 
Privileges  Act  of  1994. 

Reform  of  the  current  process  for  the  granting  of  Unlisted 
Trading  Privileges  (UTP)  will  provide  the  capital  formation  process 
with  long-overdue  relief  from  unnecessary  and  burdensome  regulatory 
delays.  It  also  will  reduce  administrative  costs  for  the  Federal 
government.  Finally,  H.R.  4535  will  help  "level  the  playing  field" 
by  enhancing  competitive  opportunities  among  market  centers.  This 
will  ensure  that  orders  and  order  flow  are  exposed  to  the  best 
existing  market  at  the  earliest  opportunity,  thereby  providing  the 
public  customer  with  more  opportunity  to  receive  the  best  price. 

In  addition,  by  reducing  the  initial  bar  to  competition  among 
the  markets,  H.R.  4535  will  strengthen  the  ability  of  the  PHLX  and 
the  other  regional  exchanges  to  continue  to  provide  the  competition 
that  lies  at  the  heart  of  our  nation's  securities  markets.  The 
benefits  of  this  competitive  interaction  are  numerous.  For 
example,  t.iS  PHLX,  along  with  the  nation's  other  regional 
exchanges;  has  served  as  a  primary  source  for  innovation.  The  PHLX 
created  the  first  clearing  house  system  for  the  settlement  of 
securities  purchases  and  sales,  and  was  among  the  first  exchanges 
to  extend  trading-automation  systems  to  the  trading  of  stocks. 
Today,  the  PHLX  continues  to  experiment  with  new  ideas,  .new 
products,  and  new  services  --  from  the  creation  of  the  listed 
currency  options  marketplace  to  the  establishment  of  a  20-1/2  hour 
trading  day. 


European  Otfle*  Far  East  ToU-Fra*  Accsaa 

Philadeiiyiia  Stock  Eicfianga  Australia  0014-8O0-127.570 

1 2tti  Floor  Hong  Kong  800-6893 

Moor  House  Japan  0031-122868 

1 1 9  Lonoon  Wall  Singapore  800  -  9942 

London  eC2Y  SET  England  Non  loil-tree  access  Irom  olliar 

Telaghone  (44-71 1  606-2348  countnes:  1215-496-1611 
Fax:  (44-71)  606-3548 


/ 


1S6 


The  Honorable  Edward  J.  Markey 
July  5,  1994 
page  2 

Since  1790,  when  some  of  the  founding  fathers  of  this  nation's 
great  commercial  enterprises  gathered  at  a  popular  Philadelphia 
coffee  house  to  form  the  first  stock  exchange  in  the  Western 
hemisphere,  the  PHLX  has  helped  provide  the  American  economy  with 
a  marketplace  where  business  could  raise  precious  operating 
capital.  H.R.  4535  will  serve  to  strengthen  our  national  market 
system  as  we  enter  the  21st  Century. 

Once  again,  thank  you  for  your  support.  I  also  want  to  note 
the  courtesy  and  diligence  with  which  your  staff  have  dealt  with  us 
on  this  important  issue. 


Nicholas  A.  Giordano 
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